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This Issue 


This year the editorial board again seeks to satisfy the demands 
and desires of a diversified reading public; practicing attorneys, 
both in and out of Wisconsin, teachers, legal historians and stu- 
dents. An attempt has been made to cater to all these tastes in 
each issue, if possible. 


Professor David Fellman presents a very current and thought- 
provoking problem—the effects of the government loyalty program 
both directly on individuals operating thereunder and indirectly 
on the country as a whole. His contention is that the traditional 
legal safeguards normally accorded persons accused of crimes are 
left by the wayside, even though the stigma of dismissal from 
government service as a security risk often has a much greater effect 
on an individual than being accused of a crime not connected with 
national security. 


The first part of a two part article on the public purpose doc- 
trine in Wisconsin appears in this issue. Mr. Lewis R. Mills here 
deals with the origin and the direct and indirect effects of that 
doctrine in this state, primarily upon government aid to private 
individuals and concerns. 


The lawyer’s words are his tools. To assist attorneys in more 
ably carving out a successful case a short article on brief writing 
appears in this issue. Mr. Mortimer Levitan of the Wisconsin 
Attorney General’s office in a very readable fashion points up 
some seemingly very minor, yet very important and oft-lorgotten, 
techniques in writing and presenting briefs. 


Considerable interest has been displayed by attorneys through- 
out the country about Mr. Russell Baker’s article. Foreign trade 
represents an important segment of American business. The meth- 
ods and instrumentalities by and through which this trade is con- 
ducted have serious income tax consequences in the United States. 
Mr. Baker has attempted to take the important cases, regulations 
and rulings and formulate some practical rules as to the conduct 
of foreign trade to secure the best possible tax advantage. 


Mr. Hugh G. Hafer has presented the third part of a series of 
comments on the Wisconsin Employment Peace Act. This part 
covers unfair labor practices. 








The Loyalty Defendants 


Davip FELLMAN* 


Defendants, Real and Quasi 


Any person, no matter how vicious and depraved, who has been 
accused of a crime, however shocking to the community, is entitled 
to all of the guarantees with which the law surrounds him, ranging 
from the presumption of innocence to a fair trial on specific charges. 
This is well established, and while it cannot be said that the law 
is enforced with an equal hand for all defendants in all parts of 
the country all the time, there is, nevertheless, a substantial uni- 
formity in the American acknowledgement of what justice requires. 
But the term “defendant” has acquired a technical meaning, since 
it refers only to one accused of having committed a crime, which, 
in turn, is also a technical concept describing an offense against 
society for which punishment may be inflicted. The term “punish- 
ment” has also taken on a technical meaning, and refers generally 
to incarceration in jail or a money fine. 

Many people get into difficulties with government, however, and 
are exposed to the danger of suffering the most severe penalties, 
without being in a position to claim the defendant's rights. Public 
employees, aliens held for exclusion or deportation, persons investi- 
gated by legislative committees, and applicants for passports are, 
among others, often put in the position of a defendant in a criminal 
case without having the benefit of the procedures which historic 
experience teaches are absolutely indispensable if justice is to be 
done. They are at best only quasi-defendants, and therefore, to 
paraphrase Justice Holmes, their rights are shaded by a quasi. 

The government employee who is charged with disloyalty is a 
good case in point. Since prevailing doctrine holds that public 
employment is a privilege,’ and that dismissal from that employ- 





*B.A. University of Nebraska, 1929; M.A. University of Nebraska, 1930; 
Ph.D. Yale University, 1934; Professor of Political Science, University of 
Wisconsin. 

The author gratefully acknowledges the assistance of a grant-in-aid 
from the Fund for the Republic, Inc. 

*See Dotson, The ae Doctrine of Privilege in Public Employment, 
15 Pus. Apmin. Rev. 77 (1 Af . On this point the classic citation has come 
to be Justice Holmes’ opinion in McAuliffe v. Mayor of New Bedford, 155 
Mass. 216, 220, 29 N.E. 517 (1892), in which he made the oft-quoted re- 
mark that a policeman 4 have a constitutional right to talk politics, but 
he has no constitutional right to be a policeman.” 
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ment is not punishment within the scope of the criminal law, the 
government employee is not entitled to the procedures which ordi- 
nary defendants enjoy as of right. The government job being a 
privilege, the employee is not deprived of any legal right, so the 
dominant doctrine holds, when he is discharged for any reason 
which the government finds to be relevant to the question of his 
fitness, and as a consequence of a procedure which does not stand 
serious comparison with a trial in court. 


This doctrine, however, flies in the face of the hard fact that in 
reality, as Justice Douglas has noted, “a disloyalty trial is the most 
crucial event in the life of a public servant. If condemned, he is 
branded for life as a person unworthy of trust or confidence. To 
make that condemnation without meticulous regard for the decen- 
cies of a fair trial is abhorrent to fundamental justice.”* Justice 
Clark has also drawn attention to the consequences of a finding 
that a government employee is a security risk: “There can be no 
dispute about the consequences visited upon a person excluded 
from public employment on disloyalty grounds. In the view of 
the community, the stain is a deep one; indeed, it has become a 
badge of infamy. Especially is this so in time of cold war and hot 
emotions when ‘each man begins to eye his neighbor as a possible 


9 993 


enemy. 


While the doctrine that public employment is a privilege, dis- 
charge from which does not constitute punishment, entails serious 
procedural consequences for the public employee, it should be 
noted, however, that he is by no means altogether outside the pro- 
tection of constitutional law. For example, when the Supreme 
Court upheld the Hatch Act prohibition of political activity on 
the part of federal employees, it was careful to point out, by way 
of dictum, that the power of Congress over public employees is 
not unlimited, so that, for example, a statute barring Negroes, 
Jews, Catholics or Republicans from public employment would 
not be reasonable and would therefore be unconstitutional.‘ While 
there may not be, in the present state of the law, any constitutional 
right to public employment, there is constitutional right in public 
employment. That is to say, government is not at liberty to treat 
public servants arbitrarily or unreasonably. Thus a congressional 





*Concurring in Joint Anti-Fascist Refugee Committee v. McGrath, 341 
ULS. 123, 180 (1951). 

* Wieman v. Updegraff, 344 U.S. 183, 190-91 (1952). 

*United Public Workers v. Mitchell, 330 U. S. 75, 100 (1947). 








6 WISCONSIN LAW REVIEW [Vol. 1957 


statute permanently barring three named persons from public em- 
ployment has been held to be an unconstitutional bill of attainder, 
Justice Black observing that “permanent proscription from any 
opportunity to serve the Government is punishment, and of a 
most severe type.”” Furthermore, while the state may discharge a 
person from public employment on the ground of his associations 
with subversive groups,” it acts unreasonably if membership is set 
up as a conclusive presumption of disloyalty, since membership 
may be innocent.’ The “indiscriminate classification of innocent 
with knowing activity,” said Justice Clark, “must fall as an asser- 
tion of arbitrary power” offensive to due process. It is unreason- 
able to deny the public servant an opportunity to rebut the un- 
favorable inference that may be drawn from the nature of his 
associations and memberships. 


Rise of the Federal Loyalty Program 


A number of federal loyalty programs, as well as other security 
programs, have been adopted since the beginning of the Cold War.’ 
These are a response to the challenging menace of Communism, 
the nature of which has been documented many times and in many 





* United States v. Lovett, 328 U.S. 303, 316 (1946). 

* Garner v. Board of Public Works, 341 U.S. 716 (1951); Adler v. Board 
of Education, 342 U.S. 485 (1952). 

*Wieman v. Updegraff, 344 U.S. 183 (1952). 


*Id. at 191. 

* There is now an immense literature on the federal loyalty programs. Sec: 
BontEecou, THE Feperat Loyatty-Security Procram (1953); Speciat Com- 
MITTEE OF THE ASSOCIATION OF THE BAR OF THE City OF New York, THE 
FeperALt Loya.ty-Security ProGram (1956); O'Brian, NATIONAL SEcuRITY 
AND INDIVIDUAL FREEDOM (1955); GoLDBLOOM, AMERICAN SECURITY AND FREE- 
pom (1954); Westin, THE ConstiTuTION AND LoyALTy ProGrams (1954); 
YARMOLINSKY, CASE StupiEs IN PERSONNEL Security (1955); WEINSTEIN & 
Brown, PERSONNEL SECURITY PROGRAMS OF THE FEDERAL GOVERNMENT (1954). 
For leading articles see: Emerson and Helfeld, Loyalty Among Government 
Employees, 58 Yate L.J. 1 (1948); Cushman, The Purge of Federal Employ- 
ees Accused of Disloyalty, 3 Pus. Apmin. Rev. 297 (1943) ; Fraenkel, Law and 
Loyalty, 37 Iowa L. Rev. 153 (1952). An important document is the Report 
of a Subcommittee of the Senate Committee on Post Office and Civil Service, 
Administration of the Federal Employees’ Security Program, 84th Cong., 2d 
Sess. (1956). A vast amount of information will be found in Hearings Before 
the Subcommittee on Constitutional Rights of the Senate Committee on the 
Judiciary, 84th Cong., 2d Sess. (1955), and in Hearings Before the Subcommit- 
tee on Reorganization of the Senate Committee on Government Operations, 
84th Cong., Ist Sess. (1955). For collections of documents see Internal Se- 
curity Manual, Revised, S. Doc. No. 40, 84th Cong., Ist Sess. (1955) and 
FunpD For THE RepuB.ic, Dicest OF THE PuBLic RECORD OF COMMUNISM IN 
THE Unitep States (1955). There have been many symposia in various 
journals of which see: Internal Security and Civil Rights, 300 ANNALS 1 
(1955); Wey Security, and Loyalty, 11 BULLETIN OF THE ATomic ScIEN- 
tists 106 (1955); Security in a Free Society, 29 Current History 197 (1955). 
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ways by various government agencies.” In the opening section of 
the Subversive Activities Control Act of 1950" Congress formally 
recorded its findings as to the nature of the Communist movement. 
It declared that it is a world-wide revolutionary movement whose 
purpose is to establish totalitarian dictatorship throughout the 
world by any means, including treachery, deceit, infiltration, es- 
pionage and terrorism. The establishment of such a dictatorship 
in any country results in the suppression of all opposition to the 
party in power and the denial of fundamental rights and liberties. 
Congress also concluded that domestic Communists, who are “rigid- 
ly and ruthlessly disciplined,” in effect repudiate their allegiance 
to the United States in working for the objectives of a foreign 
country which directs the worldwide revolutionary conspiracy 
against the free world. These findings are supported by those of 
Mr. J. Edgar Hoover, long-time director of the Federal Bureau of 
Investigation, who has upon numerous occasions analyzed the 
nature and scope of the Communist movement in this country.” 
He has often testified, as he did in 1953, that 


the extent of potential dangerousness of the Communist Party, 
U.S.A., and its security threat to the Nation should not be 
judged merely by the extent of its membership. It has a strong 
fifth-column strength. As open party membership ebbs more 
and more, reliance is placed upon (1) underground leadership, 
(2) concealed members, (3) front groups, (4) fellow travelers, 
(5) Communist sympathizers, and (6) dupes.” 


Such views are held by people who entertain the most diverse 





* See Subcommittee on Labor and Labor-Management Relations of the 
Senate Committee on Labor and Public Welfare, Public Policy and Communist 
Domination of Certain Unions, S. Doc. No. 26, 83d Cong., Ist Sess. (1953); 
House Committee on Un-American Activities, Organized Communism in the 
United States a, Guide to Subversive Organizations and Publications 

.R. Doc. No. 137, 82d Cong., Ist Sess. (19515, The Communist — of 
the United States as an Agent of a Foreign Power, H.R. Doc. No. 209, 80th 
Cong., ist Sess. (1947); Subcommittee on Internal Security Laws of cn Sen- 
= Judiciary Committee, Interlocking Subversion in Government Departments, 
83d Con ist Sess. (1953); Legislative Reference Service, Communism in 
Action, HR. Doc. No. 754, Oth ng., 2d Sess. (1946). See also: FuNnp For 
THE REPUBLIC, BIBLIOGRAPHY ON THE ‘ComMuNIST PRoBLEM IN THE UNITED 
States (1955); Weyt, THe Battte Acainst Distoyarty (1951); CHASE, 
Security AND Liperty: THE ProBLEM oF Native ComMMuNISTS, 1947-1955 
(1955); Hawkins, CoMMUNISM: CHALLENGE TO AMERICANS (1953); EBEN- 
STEIN, Topay’s Isms (1954); Atmonp, THE APPEALS OF ComMuNISM (1954). 

"64 Stat. 987 (1950), 50 U.S.C. § 781 (1952). 

™ See especially his Statement on “Menance of Communism,” Before the 
Howe cane on Un-American Activities, S. Doc. No. 26, 80th Cong., Ist 

SS 

* Hearings Before the Subcommittee on the Department of Justice of the 

House Committee on Appropriations, 83d Cong., 2d Sess. 161 (1955). 
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political views. A leading libertarian organization, the American 
Civil Liberties Union, issued a statement in 1953 which affirmed 


that the American Communist Party is distinctively and essen- 
tially characterized both by extreme antidemocratic doctrine 
and practice and by obedience to the government of the Soviet 
Union, a despotic foreign power which dominates a world- 
wide revolutionary movement unprecedentedly threatening the 
national independence and individual civil liberties of all 
other countries. It is thus sharply differentiated from tradi- 
tional American political parties, and all of its present ad- 
herents are to some degree involved in its distinctive and 
essential character. 


Courts, too, are aware of the proportions of the Communist 
problem. In the leading prosecution of domestic Communist lead- 
ers, Judge Medina instructed the jury that as a matter of law the 
Communist conspiracy posed a sufficient danger of serious evil to 
the country to justify the application of the Smith Act under the 
First Amendment.” In sustaining this ruling at the Court of Ap- 
peals, Judge Learned Hand said: “Nothing short of a revived doc- 
trine of laissez faire, which would have amazed even the Manchester 
School at its apogee, can fail to realize that such a conspiracy creates 
a danger of the utmost gravity and of enough probability to justify 
its suppression. We hold that it is a danger ‘clear and present.’ ”” 
The Supreme Court agreed that the danger was substantial enough 
to meet the “clear and present danger” test, since it was a highly 
organized conspiracy of rigidly disciplined members dedicated to 
the overthrow of the government in the context of a world crisis.” 
Courts do not function in a vacuum, and judges are acquainted 
with current history. The view is widely held, to quote the words 
of Circuit Judge Albert Lee Stephens, that “the existence as of 
today of a world-wide conspiracy against free democratic govern- 
ment by a major world power using as its vehicle the establish- 
ment of Communism by force and violence, is perfectly clear and 
incontrovertible.” 

The federal loyalty program—and there are also state loyalty 
programs as well, far too numerous and complex to be examined 
here“—is a response to this widespread apprehension of Communist 





“United States v. Foster, 9 F.R.D. 367, 392 (1949). 

* United States v. Dennis, 183 F.2d 201, 213 (2d Cir. 1950). 

* Dennis v. United States, 341 U.S. 494, 511 1951). 

* Carlson v. Landon, 187 F.2d 991, 997 (9th Cir. 1951). 

* See GELLHORN, THe : Seaane AND SUBVERSION (1952); Prendergast, State 
Legaeturss and Commu : The Current Scene, 44 Am. Pot. Sct. Rev. 556 

):; Note, 28 Inp. Ky 492 (1953). 
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designs. We have moved a long distance from the position taken 
by Civil Service Rule No. I, issued in 1884 under the Civil Service 
Act of 1883,” which declared that no question in any form of appli- 
cation or in any examination shall be so framed as to elicit informa- 
tion concerning the political opinions or affiliations of any appli- 
cant.” The first sign of formal congressional concern about the 
loyalty of government employees was expressed in 1939 in Section 
9A of the Hatch Act,” which made it unlawful for any employee 
“to have membership in any political party or organization which 
advocates the overthrow of our constitutional form of government 
in the United States.” Beginning in 1941,” Congress began the 
practice, continued ever since, of attaching a proviso to every 
appropriation act stipulating that no part of it is to be paid to 
any employee who advocates the overthrow of government by 
force or violence or belongs to an organization having such an 
aim. Then in June 1941 Congress appropriated $100,000 to the 
FBI to finance the investigation of subversiveness among workers.” 
In 1942 an additional $200,000 were appropriated for this 
purpose,” and many millions have been spent since then. 


In the summer of 1941 the Attorney General ordered the FBI 
to investigate all loyalty complaints regarding individual federal 
civil servants, and in April 1942 he established an Interde- 
partmental Committee on Investigations.* By executive order,” 
on February 5, 1943, the President created a new Interdepartmental 
Committee on Employee Investigations which functioned until 
March, 1947. Early in the war, in March 1942, the Civil Service 
Commission adopted War Service Regulations providing that 
clearance should be denied in any case where there is reasonable 
doubt of loyalty,” and from time to time Congress enacted statutes 





* 22 Srat. 403 (1883). 

™5 C.F.R. § 1.2 (1938). 

™ 53 Stat. 1147 (1939), 18 U.S.C. § 594 (1952). 
255 Strat. 5-6 (1941). 

355 Strat. 292 (1941). 

*56 Stat 482 (1942). 


* See Federal Bureau of Investigation, H.R. Doc. No. 833, 77th Cong.., 
2d Sess. 23-26 (1942). 

* Exec. Order No. 9300, 8 Fep. Rec. 1701 (1943). 

"4 CPR: § Bato e) (Supp. o, This regulation, authorized by 
Exec. Order No. 9063, 7 Fep. REc. F075 (1942), was upheld in Friedman v. 
Schwellenbach, 65 F. 5 254 (D.D.C. 1946), aff'd, 159 F.2d 22 (DC. Cir. 
1946), cert. denied, 330 U.S. 838 (1947). 
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giving the power of summary removal to selected “sensitive” 
agencies, such as the military departments,” the State Department,” 
and the Central Intelligence Agency.” 


President Truman set up a Temporary Commission on Employee 
Loyalty in November 1946,” whose report found existing arrange- 
ments inadequate, and resulted in the issuance of the Truman 
Loyalty Order of 1947." A number of events immediately preceded 
the adoption of this sweeping program: the uproar over the 
Amerasia case in the fall of 1945, involving the misuse of secret 
documents, the discovery of the presence of several Communists 
in the State Department, the Marzani case,” and the publication 
in June 1946, of the report of the Canadian Royal Commission 
which investigated the Soviet spy ring, and which touched upon 
organized espionage in the United States as well as in Canada and 
Great Britain. In addition, by this time those two extraordinary 
witnesses, Elizabeth Bentley and Whittaker Chambers,” had gone 
to the FBI. Relations with the Soviet Union were deteriorating 
rapidly, tension was high, the Cold War was on. 


Congress supplied a clear statutory basis for a general loyalty 
program with Public Law 733, adopted August 26, 1950.* This 
statute authorized the heads of eleven “sensitive” agencies, such 
as the State and military departments, and the Atomic Energy 
Commission, to suspend summarily without pay any civilian 
employee when they deem it necessary in the interests of national 
security. The President was empowered to extend the provisions 
of the Act to other departments or agencies. In addition the In- 
ternal Security Act of 1950 provided that no member of an organi- 
zation which is registered with the Subversive Activities Control 
Board as a Communist organization may work for the government, 
or apply for such work.” Finally, many special statutes have been 





*54 Strat. 679 (1940), 50 U.S.C. App. § 1156 (1952); 54 Star. 713 
(1940), 5 U.S.C. § 653 (1952); 56 Srar. 1053 (1942), 5 U.S.C. § 652 (1952). 


*60 Stat. 458 (1946). 

61 Star. 498 (1947). 

™ Exec. Order No. 9806, 11 Fep. Rec. 13863 (1946). 
* Exec. Order No. 9835, 12 Fep. Rec. 1935 (1947). 


* See Marzani v. United States, 168 F.2d 133 (D.C. Cir. 1948), aff'd by 
an evenly divided Court, 335 U.S. 895 (1948), 336 U.S. 922 (1949). 


“See CHAMBERS, WitNEss (1952); BENTLEY, Out or BonpaGe (1951) 
* 64 Stat. 476 (1950), 5 U.S.C. § 22-1 (1952). 
“64 Star. 992 (1950), 50 U.S.C. § 784 (1952). 
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passed by Congress authorizing loyalty investigations by particular 
agencies.” 

The overriding purpose of the Truman Loyalty Order was to 
rid the government of disloyal employees and to block the recruit- 
ment of disloyal applicants. Certain procedures, including hearing 
procedures and appeal to a central Loyalty Review Board, were 
established. The standard for refusing employment or for removal 
was that “on all the evidence, reasonable grounds exist for belief 
that the person involved is disloyal to the Government of the 
United States.”™ This required those responsible for the decisions 
to make in each instance a positive finding of a reasonable belief 
of disloyalty. On April 28, 1951, however, the President changed 
the standard to “reasonable doubt as to the loyalty of the person 
involved.”” Without question, and such was its purpose, this 
change in the standard, in the words of Mr. Seth W. Richardson, 
then Chairman of the Loyalty Review Board, “lessens the degree 
of proof ....”” It is clear that it is easier to justify a doubt than 
to support a positive finding. It is difficult to say just what led to 
this change, but it is to be noted that the Korean War had reached 
a new level of intensity with the entry of China, that many people 
were dissatisfied with the small number of scalps hitherto secured, 
that there was heavy political pressure from those who wanted a 
more vigorous program, that several cases, such as those involving 
Hiss, Coplon and the Rosenbergs, had drawn enormous attention 
to the problem of disloyalty, and that Senator McCarthy had begun 
to sound his alarm. Investigations had also drawn attention to 
Communist infiltration into the government by various groups. 

While the loyalty order recited a number of factors which were 
to be taken into consideration in deciding upon the question of 
loyalty, such as espionage, advocacy of sedition or revolution, and 
the like, it quickly became apparent that the main criterion was 

membership in, affiliation with or sympathetic association with” 





* See, e.g., 62 Stat. 13 (1948), as amended, 66 Stat. 43 (1952) Pe 
sonnel 786 1946 to foreign information and cultural sacenge ma or 
Star. 7! 946), as amended, 66 Start. 43 (1952), 67 Stat 3) ( ts 
meyers ns ae Energy Commission and others having access to atomic 
data 

* 12 Fep. Rec. 1938 (1947). For the operational mechanics of the Truman 
loyalty program see 13 Fep. Rec. 9365 (1948). 

* Exec. Order No. 10241, 16 Fep. Rec. 3690 (1951). 

“ Richardson, The Federal Employee Loyalty Program, 51 Cotum. L. Rev. 
546, 555 (1951). The amended standard was described as ‘‘a more rigid test of 
suitability for government employment” in Jason v. Summerfield, 214 F.2d 273, 
276 (DC. Cir. 1954), cert. denied, 348 U.S. 840 (1954). 
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any organization designated by the Attorney General as subversive. 
This provision of the Order made official a list first drawn up by 
Attorney General Biddle in 1946 as an informal guide for govern- 
ment agencies.“ Originally organizations were listed without prior 
hearing, but following an unfavorable court decision,” the Attorney 
General issued regulations on May 6, 1953, granting a hearing to 
listed organizations.® 

The measure of success of the Truman loyalty order has been 
the subject of endless and acrimonious debate. Between 1947 and 
the end of the program in August 1953, the loyalty forms of 4,756,- 
705 individuals were checked. Loyalty boards had cleared 16,503 
persons, and 560 had been removed or denied employment on 
grounds relating to loyalty.“ In any event, President Eisenhower 
promulgated a new loyalty order on April 27, 1953.° This order 
extended Public Law 733 to all departments and agencies of the 
government. The old Loyalty Review Board was abolished, and the 
responsibility for final decision was vested in the head of each 
department or agency. A new standard was adopted, “whether the 
employment or retention in employment in the Federal service 
of the person being investigated is clearly consistent with the inter- 
ests of national security.” Lumped together were various types of 
behavior, arranged in seven categories, relating to trustworthiness, 
criminal, immoral or disgraceful conduct (such as drug addiction, 
alcoholism or sexual perversion), mental incapacity, amenability 
to pressures, sabotage, espionage or sedition, bad associations and 
memberships, advocacy of unconstitutional overthrow of govern- 
ment, unauthorized disclosure of security information, and serving 
a foreign government in preference to the interests of the United 
States. On October 13, 1953, another category was added—refusal 
by the individual, upon the ground of the constitutional privilege 
against self-incrimination, to testify before a congressional com- 
mittee on charges of disloyalty or other misconduct.” It should be 
added that on July 9, 1954, Attorney General Brownell created a 
new Internal Security Division in the Department of Justice, with 
an Assistant Attorney General in charge. 


“The first list under the 1947 Order was published March 20, 1948, 13 
Fep. Rec. 1471. 

“Joint Anti-Fascist Refugee Committee v. McGrath, 341 U.S. 123 (1951). 

“28 C.F.R. §§ 41.1-41.11 (Supp. 1956). 

“LLS. Crit Service Commission ANN. Rep. 29-32 (1953). 

“Exec. Order No. 10450, 18 Fep. Rec. 2489 (1953). 

“Id., 18 Fep. Rec. at 2491. 

“Exec. Order No. 10491, 18 Fep. Rec. 6583 (1953). 
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The Various Programs 


There are today several different federal security programs. One 
covers civilian government employees, reaching about 2,400,000 
people. A second program is available for the armed forces, affect- 
ing about 3,500,000. A third, the industrial security program, applies 
to about 3,000,000 persons who, as employees of contractors work- 
ing for the military departments, have access to classified material. 
The Atomic Energy Commission has a separate program, both 
for its own personnel and contractors’ employees having access 
to classified information. In addition, the Coast Guard administers 
a port security program which affects about 800,000 sailors and 
water-front workers. Finally, there is a special program extending 
to some 3,000 Americans who work for international organizations. 

While these programs have many common characteristics, there 
are also differences among them. Thus the Atomic Energy Com- 
mission® gives a full background investigation to all of its own 
employees, and those employees of its contractors who have posi- 
tions requiring access to restricted data, and has a full FBI investi- 
gation for all persons holding important or sensitive positions.” 
Unlike all other government agencies (except the Air Force), the 
Commission provides an administrative hearing for applicants 
as well as for employees. Local boards whose members are drawn 
from outside the Commission are utilized, but it also makes review 
available by a Personnel Security Review Board. The Commission 
issued new rules governing security clearance on May 7, 1956, for 
the announced purpose of carrying out its responsibility “in a 
manner consistent with traditional American concepts of justice.” 
Its criteria for determining eligibility for security clearance are a 
far cry from the reasonable doubt doctrine. The new rule says: 


The decision as to security clearance is a comprehensive, com- 
mon sense judgment, made after consideration of all the rele- 
vant information, favorable or unfavorable, as to whether or 





* Senator Hubert Humphrey, March 9, 1955: ‘““The more I look into this 
problem, the more I find that we have created over here almost a separate 
principality in the Atomic Energy Commission.” Hearings Before the Subcom- 
mittee on Reorganization of the Senate Committee on Government Operations, 
84th Cong., Ist Sess., at 184 (1955), on SJ. Res. 21, hereafter referred to as 
the Humphrey Hearings. 

“John A. Waters, Director of the Division of Security of AEC, testified 
on March 10, 1955, that since January 1, 1947 the Commission had completed 
503,810 investigations, and that 494 people had been denied clearance. The 
eligibility of 5,532 had been questioned. Humphrey Hearings at 293-94. 


"21 Feo. Rec. 3105, § 4.4 (1956). 
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not the granting of security clearance would endanger the com- 

mon defense and security.” 

The requirement that favorable as well as unfavorable information 
should be considered is especially note-worthy. 

As regards confrontation and cross-examination of hostile witness- 
es, the new rules encourage the boards to request the presence of 
witnesses whose testimony is important, and to subject them to 
cross-examination.” If a witness is unavailable, the board is re- 
quired to take that into consideration. Where confrontation is 
not possible because of the confidential nature of the sources of 
information, the board may request witnesses to testify privately, 
and be subject to “thorough questioning” by the board and its 
counsel. 

The employees of all defense contractors, other than those deal- 
ing with AEC, are subject to the regulations of the Department of 
Defense.” First of all, the government agency makes an administra- 
tive determination that the company can be trusted with classified 
information, through an investigation of the owners, officers and 
key employees as well as a survey of the physical plant. Following 
this facility security clearance, the company enters into a security 
agreement by which it is bound contractually to abide by security 
rules. Those employees who will have access to top secret informa- 
tion must be given a full background and field investigation. Those 
who will see secret data are put through a national agency check, 
that is, through the various files of the FBI, the defense depart- 
ments, the Civil Service Commission, the House Committee on Un- 
American Activities, and other agencies. Citizens having access 
only to confidential information can be cleared by the contractor, 
but if derogatory information turns up later the company is re- 
quired to submit it immediately to the security office of the appro- 
priate military department. The contractor may not revoke a con- 
fidential clearance he had previously granted without processing 
it through regular governmental security procedures. Since April 
1, 1955, a new review system has included Personnel Security Boards 
sitting in New York, Chicago and San Francisco, and a Central 
Review Board to consider novel questions and cases where hearing 
boards are divided. A Central Screening Board determines the 
weight of charges initially. 





*Id., § 4.10(a). 
* Id. at 3107, § 4.27(m). 
* Armed Forces Industrial Security Regulation, 18 Fev. Rec. 6528 (1953). 
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The law does not require a defense contractor to discharge an 
employee who has been denied clearance, but actually employers 
seem to prefer this to transferring the worker to non-secret work. 
“[W]e feel,” the Director of Security for the Douglas Aircraft 
Company, Mr. Bernard F. Fitzsimons, recently testified, “that if 
an individual is a potential or an actual security risk insofar as his 
access to classified information and material of the Department of 
Detense is concerned, he is a potential or an actual security risk 
wherever he is in our plants or on our premises.’ Indeed, wholly 
apart from defense establishments, many employers not bound 
contractually at all have adopted various loyalty procedures of 
their own. It has been noted that 


there are few, if any, real restrictions on private employer loyal- 
ty measures today. Courts are not inclined to interpret existing 
statutes so as to restrain such programs. Arbitrators also are 
increasingly ae discharges of suspected subversives 
where the employer’s action is not arbitrary. And the NLRB 
is apparently no longer suspicious of all disloyalty charges.” 
Thus it has been held that fair employment practices acts and 
statutes forbidding employer coercion of political activities of 
employees do not forbid or restrict the discharge of suspected sub- 
versives.” The California Supreme Court recently ruled that a 
private employer’s discharge of a Communist employee was for 
“just cause” within the meaning of a valid collective-bargaining 
agreement,” and the Supreme Court took the position that such 
“case presented to it no substantial federal question for review, 
but only one of state construction of a local contract under local 
law.” Recent studies have drawn attention to the widespread use 
of loyalty tests for employment in the entertainment industry, 
which in many instances amounts to blacklisting.” “Trials” are 
held by employers or by private organizations without the guidance 
of clearly-formulated standards, without procedures which assure 
even elementary fairness, and without effective legal controls. 





* Humphrey Hearings at 362-6 

= Comment, 62 YALE L.J. 954, 383 (1953). 

See Lockheed Aircraft Corp. v. Superior Court, 28 Cal.2d 481, 171 
P.2d 21 (1946). 

* Black v. Cutter Laboratories, 43 Cal.2d 788, 278 P.2d 905 (1955). The 
court held that an arbitration award directing that a member of the Communist 
Party be reinstated in a plant producing antibiotics for both military and 
civilian use was against public policy, as expressed in federal and state laws. 

® Black v. Cutter Laboratories, 351 U.S. 292 (1956). Three Justices dis- 
sented. 

* See Cocitey, REPorT ON BLACKLISTING, vol..I, Movies, vol. II, Radio- 
Television (1956). 
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Indeed, the standard is not only disloyalty or possible disloyalty, 
but also, and primarily, a public relations risk, the test being 
“controversiality.”” 

The port security program, which is administered by the Com- 
mandant of the Coast Guard, had its beginnings soon after the 
beginning of the Korean War by voluntary agreement between 
management and labor. Communists were strong in several unions 
of sailors and longshoremen, and indeed a few were expelled from 
the CIO in 1950 during its purge of Communist-dominated unions. 
The screening of maritime workers was made official with the 
adoption of the Magnuson Act of 1950" and its implementation by 
executive order.” Under this program appeals lie to tripartite boards 
sitting in each Coast Guard District. The basic standard, as amend- 
ed by executive order in 1951,® is that clearance will not be granted 
to an applicant “unless the Commandant is satisfied that the 
character and habits of life of such person are such as to authorize 
the belief that the presence of the individual on board would not 
be inimical to the security of the United States.” Accordingly, the 
Commandant must make an affirmative decision that the appli- 
cant is reliable. 

The procedures of the port security program have the usual 
shortcomings which are to be found in the loyalty field. The 
individual does not see the file on the basis of which the board 
questions him and in part at least makes its judgment. In the 
first determination of ineligibility the seaman has no voice at all; 
in fact, he is not even notified until clearance has been denied. He 
has no right to a bill of particulars, nor the right to confront 
his accusers. The Commandant, who decides but does not hear, 
makes the final decision. “The whole tenor of the Coast Guard 
scheme is that the seaman’s opportunity to speak is to be considered 
an appeal from action already taken on undisclosed evidence.’ 

But it must be noted that this program deals with private em- 
ployment, and that it therefore is beyond the reach of the privilege 
doctrine which relates to public employment. In 1953 the Court 
of Appeals for the Ninth Circuit affirmed a dismissal of criminal 





” Horowitz, Loyalty Tests for Employment in the Motion Picture Indus- 
try, 6 Stan. L. Rev. 438 (1954). 

"64 Strat. 427. See Brown and Fassett, Security Tests for Maritime 
eee Due Process under the Port Security Program, 62 YALE L.J. 1163 
@ Exec. Order No. 10173, 15 Fep. Rec. 7005 (1950). 

“Exec. Order No. 10277, 16 Fep. Rec. 7537, § 6.10-1 (1951). 
“Brown and Fassett, supra note 61, at 1179. 
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charges brought against several seamen for accepting employment 
on U.S. merchant vessels after having been denied the documents 
required by the port security program.” The court merely held 
that the charges were too general, so general indeed that all the 
persons involved could do was deny them. 

Two years later this court went much farther in ruling that this 
program did not afford the sort of notice and hearing that Fifth 
Amendment due process of law requires.“ While it took the posi- 
tion that the screening of security risks is permissible as a matter 
of substantive due process, it believed that proper notice and 
hearing, as required by procedural due process, would not destroy 
the program. The procedure was held defective in that neither 
the accused nor the board knew the identity of the informers or 
accusers, and that the board did not know who evaluated the in- 
formation in the files, and how it was done. The court rejected 
the argument that otherwise the sources of information would 
dry up with the observation that this was mere speculation regard- 
ing something that had not yet been tried. Judge Pope pointed 
out that “in the procuring of evidence for the prosecution of crim- 
inal cases, the Federal Bureau of Investigation has shown no signs 
of collapsing because proof of guilt must be furnished by witnesses 
who must appear for confrontation and cross-examination.’”” He 
asked: 


Is this system of secret informers, whisperers and tale-bearers 
of such vital importance to the public welfare that it must be 
preserved at the cost of denying to the citizen even a modicum 
of the protection traditionally associated with due process?* 


While the court conceded the possibility that disclosure of sources 
might make a certain amount of information unavailable, it felt 
that 


it is unbelievable that the result will prevent able officials from 
procuring proof any more than those officials are now helpless 
to procure proof for criminal prosecutions. But surely it is 
better that these agencies suffer some handicap than that the 
citizens of a freedom loving country shall be denied that which 
has always been considered their birthright. Indeed, it may 
well be that in the long run nothing but beneficial results will 
come from a lessening of such talebearing. It is a matter of 
public record that the somewhat comparable security risk pro- 





* United States v. Gray, 207 F.2d 237 (9th Cir. 1953). 
* Parker v. Lester, 227 F.2d 708 (9th Cir. 1955). 

"Id. at 718. 

* Id. at 719. 
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gram directed at Government employees has been used to 

victimize perfectly innocent men.” 
Finally, it was emphasized that the rights in question were funda- 
mental, and that if merchant seamen do not have them, no one 
else has them. If Congress can do this to seamen, then it can do 
the same to trainmen, all factory workers, and so forth. The time 
has not yet come, the court said, when we have to abandon a system 
of liberty which is ordained by the Constitution and which we are 
sworn to uphold for one modeled after that of the Communists. 

Military personnel are not covered by the 1953 Executive Order 
of President Eisenhower, but the criteria are very much the same. 
The present rules, in turn an outgrowth of previous rules and 
practices dating from 1948, were adopted April 7, 1954," but were 
substantially revised on October 17, 1955 and June 20, 1956. The 
armed forces do not take subversives, whether by way of volunteer- 
ing or induction through conscription. Men already in the service 
are entitled to hearings and appeals before discharge on disloyalty 
grounds. Since draftees are involved in this security program in- 
voluntarily, they have posed a special problem.” A man’s pre- 
induction activities were, until very recently, considered in deciding 
whether he should be inducted and whether he should be allowed 
to continue in service after having been drafted for active service. 
Under the 1955 revision of the rules, the security investigation must 
be completed before a registrant is inducted. Previously service 
men were getting less than honorable discharges, in spite of honor- 
able service, because their pre-service associations were deemed 
to be in the security risk category.” On June 19, 1956, the Depart- 
ment of Defense announced a further revision of procedures which 
grants the right of a hearing to draftees rejected on loyalty grounds 
before induction.” Thus the selective service registrant is given 
an opportunity to wipe out the stigma of having been rejected for 
military service as a security risk. 








* Id. at 720. 

* Department of Defense Directive 5210.9. For the text see Internal Se- 
curity Manual, Revised, supra note 9, at 272-80. 

™ See Watts, THE DraAFTEE AND INTERNAL Security (1955), for a study 
of 110 draftee security cases. 

“It has been held that an honorable discharge is both a property and 
civil right which falls within the constitutional protection of due process of 
law, and that denial of such a discharge because of non-criminal acts com- 
mitted prior to induction, in spite of a meritorious military service record, is 
“offensive to our notions of rudimentary fairness.” Bernstein v. Herren, 136 


F. Supp. 493, 497 (S.D.N.Y. 1955). 
Togentnent of Defense Directive 5210.9, Military Personnel Security 


Program. 
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The Procedure under Executive Order 10450 


The federal loyalty program for the civilian employees, which 
has drawn more attention than any other, depends upon investiga- 
tion rather than upon oaths and declarations. All persons in the 
federal service and all who apply for positions therein are put 
through a name check, which means that a search is made for 
“derogatory information” in the various files, mainly those of the 
FBI, the Civil Service Commission, the offices of military intelli- 
gence, and the House Committee on Un-American Activities. There 
is a vast number of dossiers in Washington these days. In the fall 
of 1955 the Civil Service Commission reported that it had a card 
index file with the names of about 2,000,000 persons allegedly 
afliated with some sort of subversive organization or activity, and 
also a central security index of some 5,000,000 government person- 
nel investigations made since 1939." For all sensitive positions, 
including all positions in the State Department, and for all cases 
where “derogatory information” has turned up, there is a full 
field investigation by the FBI. 

One of the critical steps in the whole procedure is the evaluation 
of the FBI reports by the security officers of the various agencies. 
Under Executive Order 10450 the security officer must make an 
affirmative finding that retention or hiring of the individual con- 
cerned is consistent with national security. After examining the 
FBI report the security officer may decide to do nothing, but it has 
been observed that “doing nothing requires a modest degree of 
bureaucratic fortitude, since the employee’s retention may later 
be criticized and that criticism reflected onto the security officer.” 
Certainly there is a strong temptation to fire or not to hire, since 
this course of action will almost never get the security officer into 
trouble. 

The evaluation of the FBI report is no simple matter, since the 
security officer often does not know the identity of many FBI 
sources. It is the FBI agent who evaluates the degree of reliability 
of the source, and there are great differences among the agents 
as to ability, education, political sophistication and point of view. 
Mr. J. Edgar Hoover has often insisted that 


the role of the FBI in security investigations, as in criminal 
cases, is to adhere strictly to its position as a fact-finding agency 
only, leaving to other legally constituted authority the responsi- 





*N.Y. Times, Nov. 16, 1955, p. 8, col. 4. 
™ Brown, The Operation of Personnel Security Programs, 300 ANNALS 


94, 96 (1955). 
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bility for making decisions as to action to be taken on the 

facts developed.” 

But in actuality, reporting the facts is not a mechanical operation: 
facts must be selected and sorted out, “raw files” must be edited, 
and sources must be evaluated. 

The security officer may, on the strength of the FBI report, dis- 
qualify the employee or summarily reject the applicant. Applicants 
are given hearings only by the Atomic Energy Commission and the 
Air Force. Before deciding the security officer may hold an informal 
conference with the individual concerned, or as is done more 
often, submit the derogatory information to the employee, in the 
nature of interrogatories, for written comment. In more than one 
way the security officer exercises decisive authority. He may deny 
hearings to applicants and probationary employees. He may sus- 
pend anyone, without pay, against whom charges have been 
brought. He may, without bringing charges or holding a hearing, 
deny access to classified material. He is also in a good position to 
pressure employees into resigning, thus circumventing all of the 
hearings and review procedures. 

Following an adverse decision of the hearing officer against an 
employee, the latter has a right to a hearing and to appeal. Under 
the Eisenhower loyalty program the members of the hearing board 
must be drawn from outside the agency of the person concerned, 
that is to say, from other government agencies. Under the Truman 
program appeals could be taken to a central Loyalty Review Board, 
but this was abolished by the 1953 loyalty order, which vested final 
responsibility in the head of the department or agency. 

The procedures available to government employees, especially 
when viewed in the perspective of rights secured to defendants in 
criminal cases, leave much to be desired. As recently as March 4, 
1955, Attorney General Brownell wrote to the President, following 
a review of the employee security program by the Internal Security 
Division of the Department of Justice, suggesting seven procedural 
improvements.” In the interest of protecting the rights of em- 
ployees as well as the national security he recommended that 
charges should be drawn “as specifically as possible, consistent with 
the requirements of protecting the national security,”” and that 





* Hoover, Civil Liberties and Law Enforcement: The Role of the FBI, 
37 Iowa L. Rev. 175, 188 (1951). 
™ For the text of the letter see SPECIAL COMMITTEE OF THE ASSOCIATION 
OF THE BAR OF THE City oF New York, THE Feperat Loyatty-SEcurity 
—— = (1956). 
. at ¥ 











January] LOYALTY DEFENDANTS 21 


in all cases the agency’s top legal officer should be consulted on 
the drafting of the statement of charges so that “the charges are 
specific enough to be meaningful to the employee.”” He recom- 
mended “meticulous care” in suspending employees, and suggested 
that in most instances a previous personal interview would be 
helpful. After securing the opinion of the agency’s highest legal 
office, the final decision to suspend, he thought, ought not to be 
delegated below the assistant secretary level. It was urged that a 
legal officer ought to be present at security board hearings to advise 
the board and also the employee if unrepresented by counsel. 
Greater efforts should be made, particularly through periodical 
personal review by the agency head, to secure high quality men 
for the hearing boards, men possessing “the highest degree of 
integrity, ability, and good judgment.”” When an agency head 
decides to make an adverse finding with respect to a person who 
had previously been cleared by another agency head, Attorney 
General Brownell recommended consultation between them to 
avoid conflicting evaluations not based on a difference in the 
sensitivity of the jobs. Even though the statute does not give the 
boards the power to summon witnesses by subpoena, he urged that 
every effort be made to produce witnesses at the hearings to testify 
in behalf of the government, so that such witnesses may be con- 
fronted and subjected to cross-examination, consistently, of course, 
with the requirements of national security. Finally it was suggested 
that all violations of law as disclosed in investigations or proceed- 
ings should be reported immediately to the Division of Internal 
Security of the Department of Justice. The President promptly 
registered his approval of all these recommendations. 

These recommendations for reform, coming so many years and 
so many thousands of cases after inauguration of the employee 
security program, serve to underscore some of the main deficiencies 
of the program. The procedural points most debated have been 
the following: 

(1) Adequacy of Standards. The standards by which decisions 
are made in individual cases have very little of the specificity which 
constitutional law demands in criminal proceedings. It must be 
remembered, as John Lord O’Brian has pointed out, that “in reality 
we have been establishing something like a new system of preven- 
tive law applicable to the field of ideas and essentially different 





® Ibid. On the necessity of informing the employee “with reasonable cer- 
tainty and precision” of the cause of his removal see Deak v. Pace, 185 
F.2d oy wo! a Cir. 1950). 
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from traditional American procedures.”" This system of protective 
action not only involves some guess as to the nature of future be- 
havior, but also entails what is essentially a character trial. Whether 
public officials should be authorized to pronounce official judgment 
on the character of individuals in a democracy is a fairly debatable 
question. For, as Thurman Arnold has observed, the power to 
make such judgments and to impose disgrace through them is “the 
most utterly corrupting power in the world.’” 

While the standards for judgment include specific criteria, such 
as espionage, it is noteworthy that the employee security program 
does not seem to have uncovered a single case where espionage was 
the basis of judgment.” All active espionage cases of the post-war 
period were worked up by ordinary police methods. The principal 
criteria seem to involve inquiry into miscellaneous opinions and 
associations. One may wonder whether the men who make the 
decisions operate upon any other basis than personal predilection 
and subjective judgment when they ask such questions as: “What 
do you think of female chastity?”“ “[A]re you in sympathy with 
[the] underprivileged?”” “Have you ever had Negroes in your 
home?”” “Are your friends . . . clever?”" “Did you ever write a 
letter to the Red Cross about the segregation of blood?" “Do 
you read a good many books?” “What magazines and newspapers 
do you read?” It is reported that one board informed the suspect- 
ed employee that it “‘has received information that you ently 
would be coming home late in the evenings and argui _»olitics 





* O’BriAN, NATIONAL SEcuRITY AND INDIVIDUAL FREEDOM 22 (1955). The 
logic of this development is reflected in section 103(a) of the Emergency De- 
tention Act, 64 Stat. 987 (1950), 50 U.S.C. § 813 (1952), which authorizes 
the Attorney General, whenever the President proclaims the existence of an 
“Internal Security Emergency” (invasion, war or insurrection), to “apprehend 
and ... detain . . . each person as to whom there is reasonable ground to 
believe that such person probably will engage in, or probably will conspire 
with others to engage in, acts of espionage or of sabotage. .. .” 

* Arnold, Due Memes in Trials, 300 ANNALS 123, 136 (1955). 

* So the first chairman of the ay Review Board, Mr. Seth W. Rich- 
ardson, testified in 1950. Hearings Before Subcommittee (Tydings) of Sen- 
ate Foreign Relations Committee, 81st Cong., 2d Sess., pt. I, at 409 (1950). 
See Brown, supra note 75, at 97: “We find no responsible claims that the 
loyalty-security programs have caught a single known spy.” 

ma Case Stupies IN PERSONNEL Security 12, Case No. 10 
( A 

*® Nikoloric, The Government Loyalty Program, 19 AMERICAN SCHOLAR 

285, Fs Wheat 
i 


* Ibid. 

Judge Edgerton, dissenting in Bailey v. Richardson, 182 F.2d 46, 73 
(D.C. Cir. 1950). 

— Freedom vs. Security, 2 Puysics Topay 14, 18 (1949). 
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loudly in the hall with young men.’ On one occasion, in reporting 
that a particular employee had radical tendencies, the Director of 
the FBI solemnly reported, inter alia, that the suspect had studied 
anthropology.” An atmosphere which spawned such questions and 
observations as these explains why, early in 1955, during Bill of 
Rights Week, the head of the California Division of Architecture 
in Los Angeles refused to permit the posting of the Bill of Rights 
on the office bulletin board because he regarded it as a controver- 
sial document. 


The Department of Justice has defended the asserted vagueness 
and uncertainty of these standards on the ground that they are not 
deficient if measured, not by the standards required in criminal 
proceedings, but by those traditionally applied in cases involving 
government employment.” Since all employees hold office at the 
pleasure of the appointing authority, it argues, definite standards 
for removal are not necessary. The Lloyd-La Follette Act of 1912” 
provided for removals from the federal service only “for such cause 
as will promote the efficiency of the service.” The Department 
maintained that it had never been suggested that this standard 
was void for indefiniteness. Considering the nature of internal 
Communism as a secret and conspiratorial movement, it asserted, 
direct and conclusive proof is often difficult to get, and incontro- 
vertible proof is unnecessary. 


Apparently, guilt is more often established by association than 
by any other means. The Supreme Court has endorsed the proposi- 
tion that “one’s associates, past and present, as well as one’s con- 
duct, may properly be considered in determining fitness and loyal- 
ty. From time immemorial, one’s reputation has been determined 
in part by the company he keeps.”"” On one occasion Justice 
Jackson observed: 


“Guilt by association” is an epithet frequently used and little 
explained, except that it is generally accompanied by another 
slogan, “guilt is personal.” Of course it is; but personal guilt 
may be incurred by joining a conspiracy. That act of associa- 
tion makes one responsible for the acts of others committed in 





* BONTECOU, op. cit. supra note 9, at 142. 

" Hearings Before the Special Committee to Investigate the National La- 
bor Relations Board, 76th Cong., 3d Sess., vol. 28, 7296-97 (1940), quoted by 
Emerson and Helfeld, supra note 9, at 68-69. 

* Brief for the Government, pp. 89-91, Peters v. Hobby. 349 U.S. 331 


"37 Strat. 555 (1912), 5 ULS.C. § 652 (1952). 
* Adler v. Board of Education, 342 U.S. 485, 493 (1952). 
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pursuance of the association. It is wholly a question of the 
sufficiency of evidence of association to imply conspiracy.” 


Nevertheless it is still true that the doctrine of personal guilt is 
“one of the most fundamental principles of our jurisprudence,’” 
and that the associational test of guilt must be applied with great 
caution. That is why President Truman, at the very beginning of 
the program in 1947, warned that “membership in an organization 
is simply one piece of evidence which may or may not be helpful 
in arriving at a conclusion as to the action which is to be taken in 
a particular case.” For membership may be innocent or even acci- 
dental, or merely the result of curiosity or lonesomeness. One may 
belong to an organization without endorsing all of its views. In- 
deed, one may join an organization for the purpose of opposing 
its leadership. Membership may also be temporary, although most 
agencies seem to follow the rule that past membership in the Com- 
munist Party creates a presumption of continuing membership 
which the employee must clearly overcome.” Furthermore, organ- 
izations change as leadership changes, so that a “good” organization 
may become “bad,” or a “bad” one “good”. Certainly board mem- 
bers should have the full history of each organization available in 
all cases. 

Unfortunately, the concept of guilt by association often takes 
the form of “guilt by coincidence.”"” According to this view, for 
example, since Communists are known to favor fair employment 
practices legislation, an unfavorable inference of Communistic 
leanings is drawn with regard to one who is known to favor such 
legislation. This has been characterized by Stuart Chase as “guilt 
by verbal association.”™ A competent lawyer with wide experience 
in this field has called attention to all of the presumptions that 
militate against the suspect in loyalty cases.” It is presumed that 
adverse information is trustworthy while favorable information is 
not. It is presumed that the suspect shares all the views expressed 





* Concurring in American Communications Association v. Douds, 339 
U.S. 382, 433 (1950). 

* Justice Murphy, concurring in Bridges v. Wixon, 326 U.S. 135, 163 
(1945). —. on this point CusHMAN, Civit LiBERTIES IN THE UNITED STATES, 
c. a 
NY. imes, Nov. 15, 1947, p. 2, col. 2-3. 

* BONTECOU, op. cit. supra note 9, at 66. 

* See CusHMAN, Guitt By ASSOCIATION: THE GAME OF PRESUMPTIONS, 
Tue STATE OF THE SociAt Sciences 457 (White ed. 1956); O'Brian, Loyalty 
Tests and Guilt by Association, 61 Harv L. Rev. 592 (1948). 

*™ Chase, Language and Loyalty, 15 THe Procressive 13 (1951). 

“ “ws So Fouts Having a Loyalty Hearing, 126 New Repustic 
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in any publication which he has read and which is thought to be 
radical. It is assumed that if he read respectable publications, he 
was entirely unaffected by them. It is assumed that any contact 
with radicals, however slight, is contagious. On the other hand, 
contact with good people never seems to create a presumption of 
innocence. It is assumed that the suspect shares all the views ever 
entertained by any organization he ever belonged to. It is assumed 
that any questionable views which the suspect once may have 
entertained are forever after part of his intellectual baggage. In 
short, in security cases the suspect does not enjoy the protection 
of the presumption of innocence, but rather, after being accused, 
carries the burden of clearing himself. If anything, the presump- 
tion is that of guilt.” 

The criteria of judgment are so meaninglessly vague that, in 
the words of Dean McGeorge Bundy of Harvard College, “the pro- 
gram has become, in effect, no program at all, but a patchwork of 
the individual judgments of men who too often seem to have only 
a fragmentary understanding of what they are doing.” One is 
reminded of the famous remark of Justice Matthews that “the very 
idea that one man may be compelled to hold his life, or the means 
of living, or any material right essential to the enjoyment of life, 
at the mere will of another, seems to be intolerable in any country 
where freedom prevails, as being the essence of slavery itself.’ 


The searching inquiries into character which are the substance 
of the loyalty investigations must be viewed in the light of the fact 
that “not all of the men whose services are valuable to the govern- 
ment have lived such lily-pure lives or can present unblemished 
records, or records which will appear unblemished to persons of 
different political opinions, or which contain no false, trivial, or 
misinterpreted allegations.”™ It has also often been noted that a 
certain type of person seems to get involved in loyalty difficulties: 
the unorthodox dissenters, people who in the maturation process 
were idealistic and in the perspective of hindsight naive, people 
who are concerned with the social sciences, and are often unusually 
sensitive to life’s travails, people who were particularly alert to the 





1 O'BRIAN, op. cif. supra note 81, at 64. Mr. R. W. Scott McLeod, se- 
curity chief of the State Department, has stated frankly: ‘“[W]e are supposed 
to 44 the Government the benefit of any doubt. . . .” Humphrey Hearings 
at A 

™ Humphrey Hearings at 473. 

*5 Yick Wo v. Hopkins, 118 U.S. 356, 370 (1886). 

Du Bridge, What Is a Securtiy Risk?, 11 ButLeTiIn oF THE ATomicC 
Scientists 163 (1955). 
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dangers of fascism in the thirties, or are concerned with achieving 
equal opportunities for minority groups.” 

The associational aspect of this problem is complicated by the 
existence of the Attorney General's list of subversive organizations. 
Although in 1951 the Supreme Court expressed its disapproval of 
listing organizations without prior hearing,” and although the 
rules of the Department of Justice now provide for hearings, still 
it remains true that none on the present very long list had a hear- 
ing. The list was issued piecemeal, and includes many which have 
been defunct for many years. It includes organizations which at 
their inception were patently acceptable, and were taken over by 
undesirable elements only after a process of infiltration. The list 
does not record differences of time and degree. While the govern- 
ment has insisted that it is not a “blacklist,” and is not cenclusive 
evidence of disloyalty,” still there is reason to believe that it has 
been put to such uses. Certainly the list has no place as evidence 
in a court of law, since, as Judge Swann of the Second Circuit has 
ruled, it is “a purely hearsay declaration” without any probative 
value in a trial.” 

(2) The Issue of Confrontation. The crux of the problem of a 
fair hearing in loyalty cases lies in the issue of confrontation. The 
hearing boards make use of secret evidence not disclosed to the 
suspect. The unsworn testimony of all sorts of confidential in- 
formants, whether undercover agents, professional informers or 
merely individuals, such as landladies, neighbors, janitors and 
former wives, is utilized by the boards. But the identity of these 
people is not usually known by the suspect, and he has no right to 
confront them and subject them to the rigors of cross-examination. 
It should be noted, however, that FBI agents describe informants 
in their reports, and often testify as to their reliability, and that 
the boards are instructed to take into consideration the handicap 
which the employee has as a result of his inability to confront his 
accusers. Whether the boards actually do so, however, there is no 
way of knowing. The boards have from the beginning been willing 





™ See David A. Rose, Humphrey _— s at 497; BONTECOU, op. cit. supra 
note 9, at 147-48; Arnold, supra note 8 ; fioen. People, Government and Se- 
curity, 51 Nw. ULL. Rev. 83, 87 (1956) 
oint Anti-Fascist Refugee tit v. McGrath, 341 U.S. 123 (1951). 
Brief for the Government, pp. 17-20, Joint Anti-Fascist Refugee Com- 
mittee v. McGrath, 341 U.S. 123 (1951). See Kutcher v. Gray, 199 F.2d 783 
(D.C. Cir. 1952), holding that membership in an organization on the Attorney 
General's list is merely a factor to be considered, and is not in and of itself a 
cause for removal. On Kutcher’s case see Goldbloom, A Case Study in Due 


Process, 21 CoMMENTARY 250 (1956). 
* United States v. Remington, 191 F.2d 246, 252 (2d Cir. 1951). 
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to hear witnesses on both sides, but they have no power to compel 
attendance and no money with which to pay the expenses of willing 
witnesses. It is reported that some boards have questioned in- 
formants in secret who refused to testify otherwise.” In 1950 the 
Review Board urged the boards to make every reasonable effort to 
persuade non-confidential adverse witnesses to attend the hearings 
and submit to cross-examination. Mr. Philip Young, Chairman of 
the Civil Service Commission, testified on March 16, 1955, that in 
five of twelve cases in which hearing boards were convened, ad- 
verse witnesses were identified in the reports of investigators, that 
fifteen witnesses were invited to appear, and that six witnesses 
actually showed up in four cases; three did not reply to the invita- 
tion, one was dead, one letter was returned as undeliverable, and 
three were out of town and could not afford to come to the 
hearing.” 

Mr. J. Edgar Hoover has often defended the government's posi- 
tion on the issue of confrontation.” He has insisted that the FBI 
must use confidential sources, and that far from exposing the em- 
ployee to accusations by unstable or unreliable witnesses, the FBI, 
through “careful, exact and fair investigations” protects both the 
employee's civil liberties and the national security. He has argued 
that only by keeping confidential information out of the hands of 
unauthorized persons can vigilante action be prevented and the 
citizen’s confidence be promoted. In any intelligence operation, 
he maintains, security of information is a primary concern. 

Mr. Seth W. Richardson conceded that the absence of confronta- 
tion “smacks of unfairness and does not jibe with what is usually 
done in court,” but he justified the practice as being legal, and on 
the FBI’s insistence that investigative reports must include state- 
ments from confidential sources, either to protect the usefulness 
and safety of secret agents, or to prevent sources of information 
from drying up.“ Furthermore, as Mr. R. W. Scott McLeod, chief 
of security for the State Department, has testified, the Department 





™! BoNTECOU, op. cif. supra note 9, at 125-26; Biddle, Subversives in Gov- 
ernment, 300 ANNaLs 50 (1955). 

™ Humphrey Hearings at 523. 

™ See the following by Mr. Hoover: Statement on “Menace of Com- 
munism” Before House Committee on Un-American Activities, S. Doc. No. 26, 
80th Cony., Ist Sess. (1947); Hoover, A Comment on the Article, “Loyalty 
Among vernment Employees”, 58 Yate L.J. 401 (1949); Hoover, Civil 
Liberties and Law Enforcement: The Role of the FBI, 37 lowa L. Rev. 175 
(1951); Hoover, Role of the FBI in the Federal Employee Security Program, 
49 Nw. ULL. Rev. 333 (1954). 

™ Richardson, The Federal Employee Loyalty Program, 51 Cotum. L. 
Rev. 546 (1951). 





SS aadheceee es 





28 WISCONSIN LAW REVIEW [Vol. 1957 


is not opposed to confrontation as a policy and always endeavors 
to secure witnesses if possible.” The Department of Justice has 
taken the position that, considering the fact that vital national 
interests are involved, the seriousness of the problem of disloyalty, 
and the fact that crime is not being charged, due process does not 
require confrontation.” “A large area of vital government intelli- 
gence,” it has declared, “depends on undercover agents, paid infor- 
mers, and casual informers who must be guaranteed anonymity.” 

On the other hand, the use of secret evidence is always hazardous, 
and especially when the justification is national security. The 
right to confront adverse witnesses in court trials, the Supreme 
Court has ruled, is part of the basic minimum required by our 
system of jurisprudence.” “The plea that evidence of guilt must 
be secret,” Justice Jackson once wrote, “is abhorrent to free men, 
because it provides a cloak for the malevolent, the misinformed, 
the meddlesome, and the corrupt to play the role of informer un- 
detected and uncorrected.”"” The use of secret evidence in the 
interests of security, he pointed out, is characteristic ot police 
states. And Justice Douglas has drawn attention to the fact that 


the board 


convicts on evidence which it cannot even appraise. The 
critical evidence may be the word of an unknown witness who 
is “a paragon of veracity, a knave, or the village idiot.” His 
name, his reputation, his prejudices, his animosities, his trust- 
worthiness are unknown both to the judge and to the accused. 
The accused has no opportunity to show that the witness lied 
or was prejudiced or venal.™ 


On another occasion Justice Douglas said: 


The use of statements by informers who need not confront the 
person under investigation or accusation has such an infamous 
history that it should be rooted out from our procedure. A 
hearing at which these faceless people are allowed to present 
their whispered rumors and yet escape the test and torture of 
cross-examination is not a hearing in the Anglo-American 
sense. We should be done with the practice—whether the life 
of a man is at stake, or his reputation, or any matter touching 





™5 Humphrey Hearings at 341. 
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upon his status or his rights . . .. Without the identity of the 

informer the person investigated or accused stands helpless. 

The prejudices, the credibility, the passions, the perjury of 

the informer are never known. If they were exposed, the whole 

charge might wither under the cross-examination.””™” 

(3) The Persistence of Jeopardy. A basic rule of constitutional 
law is that a person cannot be harassed by repeated trials for the 
same offense. He cannot be placed in double jeopardy. No such 
protection is afforded the government worker. Cases are constant- 
ly being reopened, for a variety of purported reasons, the discovery 
of new evidence, transfer to another agency, change in security 
rules or personnel, or congressional pressure. The determination 
of employee qualifications is an executive function, and the general 
rule is that no rights vest in an executive decision.” The Supreme 
Court held in 1955, however, without even discussing constitutional 
issues, that under the terms of the 1947 loyalty order the Loyalty 
Review Board had no authority to review any case unless the em- 
ployee himself or the agency brought it up for review; it could not 
review on its own motion.™ But this ruling had only temporary 
significance, since the Review Board was abolished by President 
Eisenhower’s 1953 loyalty order. 


There have been many instances of repeated adjudications in 
the federal employee security program.™ Dr. Oppenheimer was 
cleared four times before an adverse decision was finally made. 
John S. Service was cleared seven times by his departmental board 
before he was dismissed. Dr. Edward U. Condon had been cleared 
four times before his clearance was revoked. John Paton Davies 
had been cleared eight times; he was fired after 23 years of service 
on the ninth try. Dr. Peters had been cleared twice. Most of the 
individuals who were involved in the Fort Monmouth difficulties 
had been cleared several times. This cloud of perpetual jeopardy 
breeds delay and worry, is hard on morale and efficiency, and is 
expensive for all concerned. It is a curious paradox, John Lord 
O’Brian has observed, that instead of promoting security, this 
program has had “the opposite effect of spreading doubt, suspicion, 





™ Dissenting in United States v. Nugent, 346 U.S. 1, 13 (1953). 

22 Comment, 20 U. Cui L. Rev. 570 (1953). 

28 Peters v. Hobby, 349 U.S. 331 (1955). 

4 See Blumrosen, Repeated Federal Employee Security Adjudications, 1 
Wayne L. Rev. 77 (1955). See also YARMOLINSKY, op. cif. supra note 84, 
Case No. 51. 
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and mistrust: and creating, particularly for those in government 
employ, a real and anxious sense of insecurity.” 

(4) The Scope of the Program. Two important aspects of the 
Eisenhower loyalty program relate to the question of its proper 
scope. While the underlying act of Congress extended it to sensi- 
tive agencies by name, the President was authorized to extend it 
to other agencies. President Eisenhower’s Executive Order 10450 
brought all agencies of the federal government into the program, 
without regard to the question of sensitivity, and in disregard of 
the fact that most government positions are clearly nonsensitive in 
nature. It has been noted that not only does this simply increase 
the difficulty of the entire task,” but, “from the point of view of 
principle, it shifts the purpose of the investigation from that of 
protecting the government against a possible danger to that of 
punishing the individual.” On the other hand, Mr. Richardson 
has argued that there are “insuperable practical difficulties” in 
working out a formula that would separate sensitive from non- 
sensitive positions, and that “the presence in even a non-sensitive 
Government organization of a disaffected non-sensitive employee, 
might, through contact and association, lead to the infection of 
loyal, and possibly sensitive, employees.”” 

In Cole v. Young,” however, decided in 1956, the Supreme Court 
ruled by a 6-3 vote that since the underlying 1950 act of Congress 
authorizes dismissals only upon a determination that a dismissal 
is necessary or advisabie in the interest of national security, the 
act was not intended to cover all government activities. The Court 
held that the statute relates only to activities which are directly 
concerned with the nation’s safety as distinguished from the 
general welfare. Under previous personnel legislation, it has been 
clear since 1942, that government workers may be dismissed on 
loyalty grounds, but the issue in the Cole case was the extent to 
which the summary procedures authorized by the 1950 act were 
available. The Court thought it was “virtually conclusive” that had 
Congress intended to use the term “national security” in a sense 
broad enough to include all government activities, it would have 





5 O'BRIAN, op. cit. supra note 81, at 72. 

™ Professor J. H. Van Vleck of Harvard University has observed: “The 
moment we start guarding our toothbrushes and our diamond rings with equal 
zeal, we usually lose fewer toothbrushes but more diamond rings.” Quoted by 
Dean McGeorge Bundy, Humphrey Hearings at 473. 

** GoLDBLOOM, AMERICAN SECURITY AND FREEDOM 33 (1954). 

™ Richardson, supra note 114, at 553. 

™ 351 U.S. 536 (1956). 
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granted the power of summary dismissal to all agencies. “Indeed,” 
said Justice Harlan, “in view of the stigma attached to persons 
dismissed on loyalty grounds, the need for procedural safeguards 
seems even greater than in other cases, and we will not lightly 
assume that Congress intended to take away those safeguards in 
the absence of some overriding necessity, such as exists in the case 
of employees handling defense secrets.”™ 

In addition, the Eisenhower loyalty order lumped together all 
types of security risks, alcoholics, drug addicts, blabbermouths, and 
other undesirable characters, along with the disloyal. The an- 
nounced purpose was to emphasize security and de-emphasize dis- 
loyalty. Actually the effect has been to spread wider the mantle of 
the disloyalty concept, a result due in part to the manner in which 
administration leaders have used the figures of dismissals from 
the government service to prove the success of the war against 
subversives. 

(5) Lack of Co-ordination. A conspicuous failing of the em- 
ployee loyalty program has been its lack of central direction, and 
the consequent lack of uniformity as to rules and operations among 
the agencies. The much-publicized case of Wolf Ladejinsky, who 
was dismissed by the Department of Agriculture as agricultural 
attaché at Tokyo as a security risk, and promptly hired by the 
Foreign Operations Administration to supervise land reform in 
South Vietnam, drew the public’s attention to the absence of 
coordination in the program. Apparently each chief security 
officer follows his own course, security clearances are not trans- 
ferable, and it would seem that the agencies do not trust each 
other on this question. Senator Humphrey asked Mr. McLeod the 
following question during the 1955 hearings: “Am I to under- 
stand, .. . that each security program is separate unto itself; that 
there is not any understanding of what the other departments do 
in this security program?” The reply: “Well, as long as the re- 
sponsibility is in the head of an agency, I do not quite under- 
stand how it can be otherwise.”™ Greater uniformity and central 
direction through an overall personnel agency are widely regarded 
as desirable reforms.™ 





” Id. at 546-47. 

™ Humphrey Hearings at 316. 

* See Mankiewicz, Mangum and Moody, The Federal Loyalty-Security 
Program: A Proposed Statute, 44 Cauir. L. "ie. 72 (1956); SpeciAL Com- 
MITTEE OF THE ie OCIATION OF THE BaR OF THE City oF NEw York, op. cit. 
supra note 9, at 137. 





32 WISCONSIN LAW REVIEW [Vol. 1957 


(6) The Quality of Security Personnel. There seems to be 
rather general agreement that on the whole the members of the 
hearing boards are drawn with care from the highest levels of the 
civil service, and that they are knowledgeable, fair-minded people. 
Miss Bontecou has described them as being, “for the most part, 
men of solid worth and humane qualities who have a lively sense 
of the responsibility they bear and of the possible impact of their 
activities on the lives of those who come before them.”™ Mr. A.A. 
Berle, Jr. has testified that in his experience the boards have been 
composed of “conscientious and careful men,” who have endeavor- 
ed to be “fair and understanding” within the limitations imposed 
on them.™ Mr. David A. Rose of the Anti-Defamation League, 
reporting on a survey of some 450 cases handled by eight Washing- 
ton law firms, has declared that “the lawyers all testified to the 
conscientious efforts on the part of present hearing board members 
to rule out prejudice and insure fair judgment. The few instances 
of malice or bigotry that cropped up were confined to informants, 
and the board members were alert to repudiate them when their 
motivation was revealed during the formal hearing.” Neverthe- 
less, it must be remembered that board members are themselves 
government employees, subject to special pressures and having 
reason to be reluctant to bring in favorable decisions. A good 
argument can be made for having them appointed from outside 
the government service, perhaps by the federal judges, as special 
masters are selected, from distinguished members of the bar. 

There are sharp differences of opinion about the qualities of 
investigators and security officers, though there seems to be 
general agreement as to the high quality and sound training of 
FBI agents. It has been pointed out that the job of investigator 
is not a very good one; it is without recognized professional status, 
the pay is low, the work is dull and routine, and the prospect of 
advancement being slight, there is a high turnover.” There do not 
seem to be any standards for the new profession of security officer. 
A distinguished lawyer has observed that “their level of education 
and intelligence is all too often far less than that of the employees 
whose files they evaluate. They are generally picked up from the 
ranks of former policemen, insurance company adjusters, col- 
lectors—anybody that has had to do with investigating people’s 





#8 BONTECOU, op. cif. supra note 9, at 47. 

™ THE TWENTIETH CENTURY CAPITALIST REVOLUTION 101 (1954). 
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credit or claims.”"“ A study of over 450 security cases handled by 
eight Washington law firms showed that after formal charges 
were filed, over 90 percent of the individuals involved were clear- 
ed. It has been suggested that this indicates that the security offi- 
cers failed to exercise judgment, and preferred to let the issues 
go to the hearing boards. Sending along so many untenable 
charges led to “unnecessary hardship and heartache.”™ Further- 
more, it is reported that security officers seem to be tempted to 
build up records for themselves by pressuring people into resign- 
ing from the service.” 


(7) The Question of Morale. The effect of the security program 
upon the morale of the civil service is a much debated question, 
and one which needs empirical investigation. Far from impairing 
morale, Mr. Seth W. Richardson once argued that the loyalty pro- 
gram has immeasurably strengthened it because the reports show 
“an unexpectedly high standard of employee loyalty.” He expressed 
doubt whether any other group of comparable size, if submitted 
to a similar examination, would measure up to such a high stand- 
ard. The results, he asserted, have been a source of great satisfac- 
tion for most government employees.” Indeed, Mr. Richardson 
insists that the net result of the program has been “a very great 
relief” to the civil service.” It should be added that the loyalty 
program was approved by the National Federation of Federal 
Employees at its convention in Los Angeles in September 1950. 


On the other hand, a competent social psychologist who seems to 
have studied the question of morale quite extensively has expressed 
the opinion that the morale of the entire civil service has probably 
been undermined, that the loyalty program has encouraged exces- 
sive conformity, that suspicion has replaced confidence in personal 
relations, and that members of marginal groups have been hit 
especially hard.” Five distinguished older career diplomatists of 





4" Garrison, Some Observations on the Loyalty-Security Program, 23 U. 
Cui. L. Rev. 1, 5 (1955). 
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State Department Employee Loyalty Investigation, Hearings Before the 
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unimpeachable reputation issued a statement on January 14, 1954, 
expressing the view that the attacks on the Foreign Service had had 
“sinister results” in inducing fear and conformity to such an ex- 
tent as to threaten the national security." Mr. Lloyd K. Garrison 
expressed the opinion of many observers when he wrote in 1955: 


This far-flung security system has resulted in the building up 
ol a large establishment of secret police, the creation of a new 
profession of security officers with vested interests in per- 
petuating the existing regimes, the discouragement of some 
people Lrom entering the service of the government, and the 
spreading abroad of a sense of timidity and fear—fear of 
speaking out publicly, fear even of speaking out privately on 
controversial topics, and fear of joining associations and 
organizations which have anything to do with controversial 
subjects." 

Academic and scientific people have testified that many scien- 
tists are now unwilling to enter government employment,’” al- 
though it has not been established that the government is unable 
to supply its needs. Whether scientists of sufficiently high quality 
are available in adequate numbers for government work, however, 
does not seem to be known. But the view is often expressed that 
the loyalty program has overemphasized secrecy as a factor in se- 
curity at the expense of scientific progress, and that it has en- 
couraged “suspicion, distrust, gossip, malevolent talebearing, char- 
acter assassination and a general undermining of morale.” 

The task force of the second Hoover Commission took the posi- 
tion early in 1955 that it was clear that the security program had 
“undoubtedly damaged the morale of the Federal service.”"" It 
found that “there is fear that honest and loyal employees can be 





“8? N.Y. Times, January 17, 1954. On morale in the State 2 peer: see 
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destroyed by unsupported or trivial derogatory charges; there is 
fear that security authorities can be stampeded; and there is fear 
that security charges are at times a means of making ‘political’ re- 
movals.” It also found that there was a very general view within 
the service that determinations were not sufficiently judicial in 
character. The task force expressed no judgment, however, as to 
whether these fears were valid, but it also suggested that a thorough 
study of the administration of the security system is needed to 
clear the air. Such suggestions as these—and they came from many 
sources—led Congress to adopt a statute in August 1955, creating 
a twelve-member Commission on Government Security to study the 
entire federal program. 


The Road Ahead 


Loyalty is an extremely complex thing.” A very wise political 
scientist once observed that loyalty is enhanced by the knowledge 
that one’s rights are secure, and that greater loyalty among public 
servants would be promoted by giving them better compensation 
and working conditions, and broader opportunities for in-service 
training, and by a cessation of smear attacks upon them.” 

In a speech which attracted a great deal of attention, ex-Sena- 
tor Harry P. Cain, then a member of the Subversive Activities 
Control Board, drew attention in 1955 to many needed reforms 
in the fidelity program of the federal government.” He urged the 
establishment of training schools for security officers, a cessation 
of automatic suspension prior to hearing for persons holding non- 
sensitive positions, legal assistance for employees at government 
expense, greater opportunities for confrontation of adverse witness- 
es, greater uniformity and coordination of standards and _ pro- 
cedures among the agencies, a cut-off date with regard to member- 
ships in organizations on the Attorney General’s list, and an early 
liquidation of the list, in favor of a list based on thorough adjudi- 
cation. 

But many other reforms are indicated. Greater attention should 
be given to the positive side of a man’s life and work, and accord- 
ingly derogatory evidence should be weighed more carefully. Dis- 
sent should not be identified with disloyalty. Charges should be 
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given more careful preliminary evaluation, preferably through a 
central specialized agency. Hearing and adjudication procedures 
should be available to applicants as well as employees. Summary 
suspensions should be used only in cases of actual emergency. 
Multiple jeopardy should be ended. Procedures should be acceler- 
ated. There should be formal findings, statements of conclusions 
and written opinions in the security field, so that a coherent and 
intelligible body of doctrine might be built up. Witnesses testify- 
ing directly to facts they profess to know ought to be required to 
swear to such testimony. Where witnesses cannot, because of the 
interests of national security, be required to testify in public, 
hearing boards ought to be allowed to interrogate them in private, 
and at the very least they ought to be able to submit questions to 
them through the FBI. Charges should be complete and detailed 
and specific. It should be possible for people to purge themselves; 
repentance and salvation should be available to all sinners. And 
we should do nothing to discourage people from leaving the Com- 
munist Party, through imposition of social and economic ostracism 
upon former members.” 

There is some due process of law in security cases; there ought to 
be a lot more. The government employee whose loyalty is chal- 
lenged is not regarded as a defendant, in the eyes of the law, but 
he is in the same spot as a defendant, and has the same problems. 
Justice requires that he enjoy the same procedural rights. That 
the employee gets some sort of hearing is not enough, for a hear- 
ing is not necessarily a trial, and in the loyalty program the hear- 
ing is in fact nothing more than an inquiry, in which the burden 
of proof is on the suspect to prove that he is not a security risk. 
Charles P. Curtis has called attention to the importance of this 
crucial fact: 


Shift the burden of proof and you shift the responsibility. 
Lawyers, who are used to an adversary process of justice, take 
the come and go of the burden of proof lightly. Between adver- 
saries the burden, one way or the other, simply makes it easier 
or harder to win the case. The presumption of innocence 
makes it harder to convict. A presumption of guilt simply 
makes it easier. But in an inquiry, when you shift the burden 
of proof you change the whole nature of the proceeding. The 
tribunal is no longer asked to seek the truth. It is told to stop 
as soon as it reaches a doubt. This is what it has been told to 
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look for, all it is expected to find. With the burden of proof, 
the burden of the inquiry itself has been laid on the defend- 
ant. For the only way to allay or dissipate a doubt is to demon- 
strate the truth. The roles are, in effect, reversed. The seeker 
after the truth becomes a man who has to be shown. It is then 
up to the truth to come to him. For he has been told not to 
pursue her.” 


In fact, it has been observed by an astute student of this prob- 
lem that there is great danger that since the employee has had a 
hearing before a board, the community gets 


the illusion of a result arrived at by an independent and in- 
formed deliberative body which has weighed the evidence and 
afforded the employee his day in court. The stigma of a dis- 
charge in such cases is greater than in a case involving sum- 
mary dismissal, for the reason that the employee will be under- 
stood to have been dismissed, not arbitrarily, but after what 
appears to be a quasi-judicial hearing. The use of a hearing 
has significant political implications and deep psychological 
roots. It enables the Executive to appear just and righteous. 
It cloaks the proceedings in a mantle of fairness. Public criti- 
cism is deflected; the community’s misgivings are quieted. 
Psychologically, a quasi-judicial hearing enables those responsi- 
ble for the program to relieve the guilt and anxiety aroused 
by the “dirty business” in which they are engaged. They can 
comfort themselves with the fantasy that they are observing the 
ritual prescribed by the community for determining who is 
innocent and who shall be punished. Perhaps these same 
factors underlie the purge “trials” in totalitarian states.™ 


The Constitutional Question 


It is clear that if the procedures of the employee fidelity pro- 
gram are to be improved, the initiative for change will have to 
come from Congress or the executive branch. While the courts 
have ruled on some aspects of the program, as already noted, 
they have only nibbled at its edges. In Bailey v. Richardson, the 
Court of Appeals of the District of Columbia, by a 2-1 vote, sus- 
tained the program against a number of fundamental constitutional 
objections.“ This case was appealed to the Supreme Court, which 
affirmed the court of appeals by a 4-4 vote.“ Unfortunately the 





*8 Curtis, OPPENHEIMER Case 57 (1955). 
™ Krash, 65 YALE L.J. 565, 571-72 (1956). 

*8 182 F.2d 46 (D.C. Cir. 1950). This decision was foreshadowed by Dis- 
trict Judge Holtzoff's opinion in Washington v. Clark, 84 F. Supp. 964 (D.D.C. 
1949), and by the holding in Friedman v. Schwellenbach, 65 F. Supp. 254 
(D.D.C. 1946). See Gardner, Bailey v. Richardson and the Constitution of 
the United States, 33 B.U.L. Rev. 176 (1953). 

** 341 U.S. 918 (1951). 
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Justices do not write opinions when the Court is evenly divided. 


Dorothy Bailey had for some years been employed in a non- 
sensitive position as a staff-training officer in the U.S. Employ- 
ment Service. She denied all charges of alleged Communist affili- 
ation and beliefs, and vigorously asserted her loyalty at the hear- 
ing. Speaking for the court of appeals Judge Prettyman conceded 
that Miss Bailey’s case was “undoubtedly appealing,” since “she 
was not given a trial in any sense of the word, and she does not 
know who informed upon her.”™ But the court ruled that the 
President was not obliged to follow sixth amendment procedures 
in dismissing executive employees, for mere dismissal is not punish- 
ment. Since government employment is neither property nor a 
contract, it was held, due process has never in our history required 
a judicial hearing for dismissals. It is all a matter of confidence 
on the part of superior officials, and confidence is not controllable 
by process. Free speech objections were brushed aside with the 
observation that the first amendment does not guarantee govern- 
ment employment. Finally, the court refused to make an excep- 
tion of dismissal on grounds of disloyalty, because of the public 
stigma involved and the impairment of the chances of making a 
living, since it is well established that there is no redress where 
government injures an individual in the exercise of a govern- 
mental power. “On behalf of the individual, our sense of justice 
rebels, but the counter-balancing essentials of effective govern- 
ment lead us to assent without equivocation to the rules of im- 
munity.”"” In fact, in the absence of congressional restriction, the 
President is free to discharge any employee of the government 
without assigning any reason and without notice of any kind. 
There may be dangers involved in such a program, but a court is 
the wrong place to air them. 

In dissenting, Judge Edgerton pointed out that four witnesses 
appeared in behalf of Miss Bailey at the hearing, that seventy 
persons filed affidavits in her defense, that no one testified at the 
hearing against her, that all the evidence in the record was favor- 
able to her, while against her were only unsworn reports in secret 
files, the identity of adverse witnesses being unknown even to 
the board members who sat in judgment. He argued that Miss 
Bailey’s dismissal violated both the executive order, which required 
a decision on “all the evidence,” and the Constitution, since dis- 





™ Bailey v. Richardson, 182 F.2d 46, 51 (D.C. Cir. 1950). 
™* Id. at 64. 
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missal for disloyalty is punishment which requires all the safe- 
guards of a judicial trial. He also thought that the dismissal 
abridged freedom of speech and assembly. 

This is, however, a minority view. Since the federal judges have 
so far managed to square the main elements of the loyalty program 
with the requirements of the Constitution, the road to reform lies 
elsewhere. 





The Public Purpose Doctrine 


in Wisconsin 
Part | 


Origin and Impact 


Lewis R. MILts* 


Enforcing a requirement that public money be spent for a 
“public purpose”, American state courts have uniformly ruled 
that governmental expenditures for private purposes were invalid. 
Part I of this article examines two aspects of the doctrine as it 
appears in Wisconsin: (1) the transformation by the judiciary of 
the doctrine from a concept of political morality to a part of the 
constitutional law of Wisconsin; and (2) the impact of judicial 
decisions based on the doctrine on the functioning of the older 
branches of the Wisconsin government. Part II of this article 
analyzes the decisions of the Wisconsin Supreme Court which 
relied on the doctrine to invalidate legislative or administrative 
actions. 


THE ADOPTION OF THE DOCTRINE 


The public purpose doctrine was a judicial articulation of the 
belief that governmental power should be used for the benefit of 
the entire community. As a political ethic, this belief was a main 
element in the tradition of constitutionalism.* The courts, however, 
did not use the doctrine to test the validity of legislation until the 





*A.B. 1951, Brown University; LL.B. 1954, Washington University; 
S.J.D. 1956, University of Wisconsin; member, Missouri Bar Association. 

The research for this study was made possible by a grant from the re- 
search fund established by Ellsworth C. Alvord, and is a part of the program 
of continuing legal research under the direction of Professor Willard Hurst of 
the University of Wisconsin Law School. 

* See, e.g., Locke, On Civit GovERNMENT, Chap. IX, graph 131. At- 
tempts to trace the origin of the doctrine are found in M ter, Public Pur- 
= in Taxation, 18 Cauir. L. Rev. 137 (1930), and WaLpron, THe Pustic 

uRPOSE DoctriNE (unpublished thesis in University of Wisconsin Library, 
1952). See also Corwin, Liperty Acainst GOVERNMENT (1948) for an ex- 
cellent discussion of the history of extra-constitutional standards. 
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latter half of the Nineteenth Century.’ This section of this article 
examines the formation and adoption of the doctrine by the 
Wisconsin courts. 

The public purpose doctrine first appeared in Wisconsin on 
January 4, 1860, in Soens v. Racine. The Racine city council, 
under statutory authority, contracted for the construction of 
breakwaters to prevent erosion along the shore of the city; a portion 
of the cost was assessed to various lots, and a special tax was levied 
on these lots. A lower court enjoined the collection of the tax 
on the ground that it was invalidly levied for a private purpose. 
The Wisconsin Supreme Court, through Chief Justice Dixon, 
vigorously approved the doctrine,‘ but it reversed the judgment 
of the trial court. It ruled that the protection of land from erosion 
was action for a public purpose. The statement of the doctrine, 
therefore, was dictum; because the court approved the purpose of 
the particular statute involved in the case, it could have reserved 
the question of a limitation on the legislative power. 

Despite the strong language of the Soens opinion, there were 
several indications that the public purpose doctrine was not yet a 
part of the Wisconsin Constitution. The statement in the Soens 
case was dictum. Dixon cited no authorities to support his position. 
Moreover, the court decided two other cases, Clark v. Janesville® 
and Bushnell v. Beloit,’ on the same day that it decided the Soens 
case. Both of these cases involved subscriptions to railroad stock 
by municipal corporations; these cases, therefore presented oppor- 
tunities to examine the doctrine.’ In the Bushnell case, Justice 





* The first significant appearance of the doctrine was in Sharpless v. Mayor 
of Philadelphia, 21 Pa. 147 (1853). The opinion by Chief Justice Black does 
not unequivocably state the source of the doctrine, but a careful reading indi- 
cates that Black attempted to derive the public purpose doctrine from the 
doctrine of the separation powers. This derivation is patently incorrect. Pre- 
sumably Black would agree that no branch of the government could levy taxes 
for private purposes. But, for this very reason, it is difficult to see how this 
restriction can be derived from the “separation” of powers. 

*10 Wis. *271 (1860). From this point, the doctrine seems to have de- 
veloped in Wisconsin only slightly influenced by cases in other states. 

*“The legislature are not authorized to provide for the levying of taxes 
for merely private or individual ends. Such taxation would be entirely subversive 
of the objects of government, and ought not to be tolerated. Legislative author- 
ity is not delegated for any such purpose, and the — power can only be 
exercised for the accomplishment of some object of public or common inter- 
est.” Id. at 279-80. 

510 Wis. *136 (1860). 

*10 Wis. *195 (1860). 

*The public purpose issue was not raised in either case by either the 
court or counsel. Both cases contained a somewhat ill-defined issue of whether 
or not the expenditures were for proper “municipal’ purposes. 
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Cole expressed regret that a provision prohibiting local govern- 
ment aid to railroads has not been included in the constitution, 
but refused to “construe the constitution as though such a provision 
was there.”* In the Clark case, Justice Paine reasoned that the 
statute was valid under the constitutional provision which em- 
powered municipal corporations to lend credit.’ 

The 1865 decision in Brodhead v. Milwaukee” added consider- 
able strength to the public purpose doctrine." The case involved 
the validity of a city tax to pay bounties to Civil War volunteers, 
draftees, and persons who had secured substitutes. Chief Justice 
Dixon, a staunch advocate of the doctrine, laid down the governing 
principles with great assurance: 


Counsel on both sides accept as correct the principles laid down 
in the great leading case of Sharpless v. The Mayor, etc., 21 
Pa. St. 147, 168,” upon the subject of taxation. The same princi- 
ples have frequently been affirmed by this court. The legisla- 
ture cannot create a public debt, or levy a tax, or authorize 
a municiple corporation to do so, in order to raise funds for a 
mere private purpose. It cannot in the form of a tax take the 
money of the citizens and give it to an individual, the public 





*10 Wis. *195, 224 (1860). Justice Cole undoubtedly was influenced by 
the argument of Matthew Hale Carpenter, counsel for the plaintiff: 
“This court cannot undertake to correct the exercise of discretion 
vested in the legislature, nor annul its laws, because unwise or 
impolitic. If no provision of the constitution has been violated, the 
court cannot interfere on the ground of protecting the welfare of 
the people of Beloit. If it could, we should then go into argument 
to show that the local interests of Beloit had been vastly promoted 
by securing this road, beyond the $100,000 involved. But it is ap- 
parent that such an argument should be addressed to the Legisla- 
ture or to the people; and as the argument has been made in both 
places, followed by successive decisions in favor of the expediency 
of this subscription of the town, we submit that the court cannot 
reverse the decision of the Legislature, and of the people of Beloit. 
on the ground that they have mistaken their true interests and 
made an unprofitable contract.” 
Repsondents’ brief, pp. 22, 23, Bushnell v. Beloit, 10 Wis. *195 (1860). It is 
important to note that the “presumption of constitutionality” approach presaged 
here by Carpenter was never applied to public purpose doctrine problems by 
the Wisconsin Supreme Court. 
°10 Wis. *136, 174 (1860). 
"19 Wis. *624 (1865). 
"Prior to the Brodhead case, the court displayed a favorable attitude 


toward the public purpose doctrine in three cases in which the doctrine was 
fr 


not a major issue. In Weeks v. Milwaukee, 10 Wis. *242, 258 (1860), Justice 
Paine said: 

“the right of the public to tax the owner at all for that purpose 

fails; because the public has no right to tax the citizen to make 

him build improvements for his own benefit merely. It must be for 

a public purpose... .” 

In Hasbrouck v. Milwaukee, 13 Wis. *37, 44 (1860), Chief Justice Dixon 

commented on local government aid to railroads: 

“It is in view of these results, the public good thus produced, and 
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interest being in no way connected with the transaction. The 
objects for which money is raised by taxation must be public, 
and such as subserve the common interest and well-being of 
the community required to contribute.” 


Dixon made no attempt to derive the doctrine from any express 
words of the Wisconsin constitution. Justice Downer, dissenting, 
also accepted the doctrine, although he recognized the extra-consti- 
tutional source of the doctrine.“ But even in Brodhead the an- 
nouncement of the doctrine was dictum, in the sense that a more 
restrained court could have decided the case without passing on 
the question of a limitation on the legislature’s spending power. 

The doctrine was first used to invalidate legislation in Curtis’ 
Adm’r v. Whipple (1869)" and Whiting v. Sheboygan and Fond 
du Lac Railroad (1870)." The Curtis case involved the validity 
of a statute which authorized the town of Jefferson to raise $5,000 
by a special tax and donate it to the Jefferson Liberal Institute, 
a private non-profit corporation, to be used in the construction of 





the benefits thus conferred upon the persons and property of all 
the individuals composing the community, that the courts have 
been able to pronounce them matters of public concern, for the 
accomplishment of which the taxing power might lawfully be 
called into action. It is in this sense that they are said to fall so 
far within the purposes for which ae corporations are 
created, that such corporations may engage in, or pledge their 
credit for their construction. Upon no other principle can the ex- 
ercise of the power of taxation for such objects be sustained.” 

In Foster v. Kenosha, 12 Wis. *616, 619-20 (1860), Justice Cole de- 
clared a statute invalid on a tortured interpretation of Art. XI, §3 of the 
Wisconsin Constitution. His motivation appears from his discussion of what 
might occur if he allowed the statute to stand: 

“No matter how ruinous and oppressive these special taxes 
might be to the owners of real estate, or to the minority of tax- 
payers, yet we do not see why, under this section of the charter, 
the common council and a majority of the qualified voters, might 
not compel the city to become a stockholder in a line of steam- 
boats to run up and down the lakes for the transportation of 
freight and passengers; subscribe for stock in railroads; improve 
harbors; open roads and build bridges within or without the city 
limits; erect and operate flouring mills; keep hotels; or, in short, 
embark in any mercantile, manufacturing or commercial enter- 
prise. ... 

™ See note 2 supr 

*19 Wis. *624, "652 (1865). 

“Id. at 665. 

“It was conceded on the argument that money cannot be raised 
under the forms of taxation for mere private purposes. Such un- 
doubtedly is the law, and we need not stop to inquire whether 
this probibition is contained in some constitutional provision, 
or is a fundamental principle of free government, though not in 
the constitution; or whether it is implied from the very meaning 

of taxation. . 

* 24 Wis. 350 (1869). 

*25 Wis. 167 (1870). 
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school buildings. The court, through Chief Justice Dixon, ruled 
that the “incidental benefits” which would result to the town were 
not “the kind of public benefit and interest which will authorize 
a resort to the power of taxation.’” In a seperate concurring 
opinion, Justice Paine acknowledged the extra-constitutionality of 


the doctrine.” 
Dixon did not examine the source of the doctrine in either the 


Brodhead or the Curtis case. In both cases, however, his associates 
wrote separate opinions which recognized that the doctrine was 
not derived from the constitution. His silence, therefore, was a 
refusal to acknowledge his invocation of extra-constitutional stand- 
ards, rather than a mere oversight. 

The Whiting case involved the validity of a statute authorizing 
Fond du Lac County to donate $150,000 to the Sheboygan and 
Fond du Lac Railroad. On the authority of the Curtis decision, 
the court ruled that the legislature did not have the power to 
authorize such a donation.” On motion for re-argument, counsel 
for the railroad vigorously protested the use of extra-constitutional 
standards.” The protest came too late. The public purpose doctrine 
was already established in Wisconsin law. 

Why did the court, which in form rejected the use of extra- 
constitutional standards, adopt the public purpose doctrine? In 


"24 Wis. 350, 354 (1869). 
* Td. at 356. 
“It is conceded by all that a tax must be for a public, and not a 
private, purpose. If, therefore, the legislature attempts to take 
money from the people by legal pol - rg for a merely private 
purpose, that is not a tax, according to essential meaning of the 
word; and, therefore, such a law is not, strictly speaking, un- 
constitutional, as being prohibited by any positive provision of 
the constitution, but is void, for the reason that it is beyond the 
scope of legislation.” 
” The Curtis case was argued on February 19, 1869, and decided on June 
15, 1869. The Whiting case was first argued on April 16-17, 1869, and the 
original decision was reached on June 15, 1869. In the Whiting case there was 
a motion for re-argument, and the final decision was not reached until the 
January term of 1870. The two cases therefore were under consideration at 
the same time, and the first decision in the Whiting case was reached at the 
same time that the Curtis case was decided. 
» “T am aware that some courts assume the right to say that there 
are certain general principles which enter into constitutions and lie 
at the base of all civil government, which if not observed render 
all legislation subject to this objection void. But what is to judge 
of this? Have the courts a monopoly of constitutional wisdom? 
Have they a right to declare an act of the legislature void, 
which violates no provision of the constitution, upon some un- 
defined and indefinite theory “f natural justice? 
“It has been said that every tax to be valid must be for some 
object in which the public interest is in some way or to some 
extent concerned. This is conceded, speaking of the rule which 
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these early periods of the state’s history, much of the determina- 
tion of public policy passed from the legislature to the courts by 
default. The legislature did not function efficiently enough to 
accommodate the social and economic changes caused by the rapid 
development of the state. The job of reconciling the new conflicts 
of interests fell primarily to the judges, who became accustomed 
to weighing competing claims of public policy. The court showed 
little distrust of its own wisdom. To some extent they felt that 
they were in possession of eternal truths; and like many people in 
the possession of eternal truths they were not inclined to question 
the sources of those truths. 

In Wisconsin, at least, this judicial distrust of legislative judg- 
ment might have seemed not wholly groundless. One legislature 
had been bought by a railroad.” Despite the warnings given by 
the panic of 1857, the legislature continued its policy of local gov- 
ernment subsidies; the bonded indebtedness of the local govern- 
ments had risen to alarming proportions.” And the judges were 
only too well aware of how easily the legislature yielded to popular 
pressure to the detriment of less politically effective property- 





should guide the legislature. But it is not conceded that the courts 
can annul an act of the legislature imposing a tax upon this 
ground; for this would be to draw from the legislature to this 
court the jurisdiction of determining what is for the public good. 
And if our case required it we should make a stand upon this 
point and offer battle. When will judges come to recognize the fact 
that public virtue does not rest with them alone; that the planets 
are not kept in their orbits by them, nor civil governments de- 
pendent upon their beck and nod. Within the general scope of 
legislative power, no matter what outrages may be committed, 
the courts are powerless in the premises, unless some particular 
provision of the constitution has been violated. The court is not 
the guardian of the people; nor the sole exponent of natural 
equity and righteousness; nor has it any supremacy over the legis- 
lature to review its opinions and reverse its determinations upon 
matters within its jurisdiction. .. . 

“But unless a statute conflicts with the constitution, the court has 
no right to disregard it. Within the lines of constitutional restrait, 
much must be left to the discretion of some body; and the people 
choose to repose that trust in their political representatives, di- 
rectly and annually responsible to them, not to the courts whose 
judges are more independent of the people.” 

Defendant's Brief in Support of Motion for Re-argument, pp. 19-22, 
Whiting v. Sheboygan and Fond du Lac Railroad, 25 Wis. 167 (1870). Coun- 
sel for the railroad was Matthew Hale Carpenter, see note 8 supra. 

See Hunt, LAw AND Earty WIscoNSIN RAILROADS 1-78 (unpublished 
thesis in University of Wisconsin Law School Library 1952); Merckx, Eco- 
Nomic History OF WisconsIN DuriNG THE Civit War Decape 281 (1916). 

"There is no data available which shows the size of local government 
debt for railroad aid for the period before 1872. In ' THE ANNUAL REPORT OF THE 
SECRETARY OF STATE For THE FiscAL YEAR ENDING SEPTEMBER 30, 1873, the 
local debt figures for 1872 are reported on page 31: . 
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owners; the statutes designed to ease the situation of the railroad- 
farm-mortgagors provided a striking example.” 

The court, therefore, was receptive to new instruments of judicial 
control over legislative action. They were particularly interested 
in ways to combat the local aid program, which they felt had gotten 
out of hand. To a large extent, the public purpose doctrine was 
a piece d’ occasion for that purpose. 


THE IMPACT OF THE DOCTRINE 


There is more to law than the opinions of appellate courts. 
This section examines the effect of the Wisconsin Supreme Court 
decisions of legislative action. This effect has been divided into 
two classes for convenience: (1) direct impact i.e., the effect on the 
particular legislative policies embodied in the statutes which the 
court declared unconstitutional; and (2) direct impact, 1.e., the 
effect on the implementation of other legislative policies. 


Direct Impact 


In a surprising number of cases, the court’s decision that a 
particular statute was unconstitutional did not act as a permanent 
veto on the achievement of the desired objective of the legislature. 
Whiting v. Sheboygan and Fond du Lac Railroad™ was in effect 
partly overruled by the Supreme Court of the United States in 
Olcott v. The Supervisors,* which involved the rights of a bona fide 
purchaser of the county orders which had been donated to the rail- 
road. On writ of error the United States Supreme Court held that 
the Whiting case was not binding on the federal courts and sus- 
tained the state statute. With perhaps a touch of poetic justice, 
Mr. Justice Strong based his conclusion on the extra-constitution- 
ality of the doctrine: “The question considered by the court was 
not one of interpretation or construction. The meaning of no 
provision of the State constitution was considered or declared.”” 

Having decided that the question was one of “general law’’,” he 


ae Railroad Aid Debt Total Debt 


Cities, towns, villages $3,837,672 $6,164,359 
Counties $2,008,732 $2,715,670 


Total $5,846,404 $8,880,029 

In the Appendix to the report, these figures are broken down by counties. 
The data was admittedly incomplete. 

* Hunt, op. cif. ‘a, 84-130; MERCK, op. cit. supra, 238-70. 

*25 Wis. 173 (1870). See page 43 supra. 

* 83 ULS. ‘we Wall.) 678 (1873). 

* Id. at 689. 

* Id. at 690. 
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re-examined the constitutionality of the statute. He did not decide 
that the public purpose doctrine was non-existent; he did, how- 
ever, decide that promotion of railroad construction was activity 
for a public purpose, and that therefore the doctrine was not ap- 
plicable to invalidate the statute. 

A somewhat similar phenomenon occurred in connection with 
Ellis v. The Northern Pacific Railroad Co.* in which the Wisconsin 
Supreme Court held that a grant of land by Douglas county to 
the Northern Pacific Railroad was invalid under the rule of the 
Whiting case. The Supreme Court of the United States at first 
refused to upset the state court decision,” but later confirmed the 
railroad’s title to the land.” 

Attorney General v. Eau Claire” held invalid a statute authoriz- 
ing the city to construct a dam, because it provided that the city 
might lease the water power produced to private manufacturers. 
The decision only temporarily delayed the construction of the dam. 
The legislature of 1876 amended and re-enacted the original stat- 
ute.” The amendment was minor; it merely made the power to 
construct the dam collateral to the power to construct an admittedly 
permissible waterworks. But it made the statute constitutional 
within the terms of the court’s decision; the amended act was not 
challenged. 

State ex rel. Thomson v. Giessel” held unconstitutional a statute 
which increased retirement benefits to retired teachers. The gov- 
ernor approved the original statute on July 6, 1951; the court 
declared it unconstitutional on June 3, 1952; the governor approved 
a different statute to achieve the same result on July 2, 1953;* the 
court upheld the second statute on December 30, 1953." The 
second statute provided compensation to retired teachers for 
“standing by as . . . available substitute” teachers. 

The legislature used the cumbersome process of constitutional 
amendment to overrule, in part, the decision of State ex rel. Owen 
v. Donald® which upset the State Forest Reserve program. The 
court decided that case in 1915. The legislature of 1921 adopted 
a joint resolution proposing a constitutional amendment to allow 





*77 Wis. 114, 45 N.W. 811 (1890), 80 Wis. 459, 50 N.W. 397 (1891). 
* Northern Pacific Railroad Co. v. Ellis, 144 U.S. "458 (1892). 

*® Roberts v. Northern Pacific Railroad Co., 158 U.S. 1 (18 4). 

* 37 Wis. 400 oe) 


*® Wis. Laws 1876, c. 231. The original statute was Wis. Laws 1875, c. 333. 
262 Wis. 51, 53 N.W.2d 726 (1952). 

* Wis. Laws 1953, c. 434. 

* State ex rel. Thomson v. Giessel, 265 Wis. 558, 61 N.W.2d 903 (1953). 
* 160 Wis. 21, 151 N.W. 331 (1915). 
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the state to acquire forest lands by purchase.” It adopted the reso- 
lution again in 1923." The electorate ratified the amendment in 
1924. In 1927 the legislature empowered the conservation com- 
mission to purchase forest lands.” 

The court’s decision in State ex rel. Martin v. Giessel,“ which 
held that an appropriation of state funds for distribution to local 
veterans’ housing authorities and city housing authorities was 
unconstitutional, caused the amendment machinery to operate 
more swiftly. The court decided the case on March 29, 1948; the 
governor called a special session of the legislature on July 19, 
1948;" the special session adopted a joint resolution proposing a 
constitutional amendment to allow the state to aid veterans’ hous- 
ing on July 20, 1948; the next legislature readopted the resolution 
on February 1, 1949;° the electorate ratified the amendment on 
April 5, 1949; the governor approved a statute which was in 
substance a re-enactment of the original statute on August 5, 1949.“ 

The decision in State ex rel. American Legion 1941 Conv. Corp. 
v. Smith® limited the use of public funds to support a convention. 
But the decision merely prevented the corporation’s use of state 
funds to make a deposit to obtain the convention. The convention 
was held in Milwaukee and state funds were used to defray part 
of the expenses.” 

In these seven cases" the exercise of the power of judicial review 
caused but temporary delays; these cases involved relatively major 
legislative policies. The other decisions seem to have operated as 
permanent vetoes; but, with the exception of the Wisconsin De- 
velopment Authority case,“ these decisions involved policies of 

* Wis. Laws 1921, J.Res. 29,S. 
* Wis. Laws 1923, J.Res. 57. 
* Wis. Laws 1927, c. 


426. 
* 252 e's 363, 31 N.W.2d 626 (1948). 
” Wis. * fe pp. 3-4 (Special Ses., 1948); Wis. A. Jour., pp. 3-4 
(Sg oe Ses., 948). 


“fmm p. 23 (Special Ses., 1948); Wis. A. Jour., p. 23 (Special 
Ses., 1948). 


* Wis. S. Jour., — (1949); Wis. A. Jour., 110-11 (1949). 

“ Wis. Laws 1349 c. 6 c. } ” 

* 235 Wis. 443, 293 Nw. 161 (1940). 

“The Report of the State Treasurer, 1941 and 1942, p. 76, listed a pay- 
ment of $11, 75. 16 to the American Legion in 1941, a payment to $e same 

ps oem of $20,286.48 in 1942. See also Wis. Laws 1941, J.R. 7, which 
comed the Legion to Milwaukee. 

“These cases were not decided solely on the basis of the public pur- 
pose doctrine; in all of them, however, the doctrine did influence the de- 
cision of the court to some extent. 

“State ex rel. Wisconsin Dev. Authority v. Damman, 228 Wis. 147, 
277 N.W. 278, 280 N.W. 698 (1938). The case involved the validity of an 
appropriation to a private non-profit corporation for the promotion of mu- 
nicipal power districts and non-profit public utilities. 
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narrower effect. Decisions such as the Lakeside Lumber Co. case” 
did not create enough pol'tical tension to bring other major legal 
agencies into action. Put the court's attempts to restrict policies 
which had wide political support were ineffective. 


Indirect Impact 


It is of course impossible to determine what the legislature 
would have done, if the court had not announced the public pur- 
pose doctrine. Perhaps the best method of gauging the impact of 
the doctrine on the legislature is to examine what the legislature 
did despite the presence of the doctrine. If significant amounts of 
legislation in apparent conflict with the doctrine occurred, then it 
might be inferred that the doctrine had little impact on the legis- 
lature. A complete review of all legislation relating to the service 
functions of the state is beyond the possible scope of this study. 
One type of legislation has been selected for scrutiny because to 
some extent it provides the “critical experiment”; this is legislation 
involving direct fiscal aid by government to private profit-seeking 
individuals or organizations. It seems probable that the legislature 
would have felt the impact of the doctrine most acutely in this 
area; no governmental activity would have conflicted more violent- 
ly with the laissez-faire notions which underlay the doctrine than 
aid to private profit-seekers. 

Authorizing municipalities to aid railroads occupied much of 
the time of late nineteenth century legislatures, and Wisconsin 
followed the pattern. In general, the form of aid authorized took 
three forms: (1) stock subscriptions;” (2) loans;" or (3) dona- 





“” Lakeside Lumber Co. v. Jacobs, 134 Wis. 188, 114 N.W. 446 (1908). 
The case involved the validity of a license to lay pipe across a town lot. 
Wis. Laws 1849, c. 92; Wis. Laws (P. & L.) 1853, c. 11, 12, 63, 66, 
93, 113, 148, 185, 219, 222, 233, 266, 287, 289, 293 Fi gone by Wis. Laws 
(P. & L.) 1861, c. 23), 403; Wis. Laws (P. & L.) 1854, c. 101; Wis. Laws 
(P. & L.) 1855, c. 109, 130, 255; Wis. Laws (Gen.) 1856, c. 23; Wis. Laws 
(P.&L.) 1856, < 109, 127, 132 (repealed by Wis. Laws (Gen.) 1860, c. 101), 
134 (amended Wis. Laws (Gen.) 1863, c. 39), 138, 141, 222, 267, 269 
(amended by Wis. Laws (P. & “7 1857, c. 100), 368, 381, 458, 486; Wis. 
Laws (P. & L.) 1857, c. 39, 48, 59, 189, 233, 245, 285 (repealed by Wis. 
Laws (Gen.) 1859, c. 70), 322 (cepa in » pe by Wis. Laws (P. & L.) 
1858, c. 139), 323 (repealed i on oF ws (P. & L.) 1858, c. 110), 
*- repealed by Wis. Laws (P. & L.) 1858, c. 195), 342, 346; Wis. Laws 
L.) 1859, c. 125 uptepented by Wis. Laws (P. & L.) 1862, c. 200; 
pea." by Wis. Laws (P. & L.) 1862, c. 377; amended by Wis. Laws Extra 
Session 1862, c. 7 Laws (Gen.) 1860, c. 199, 222; Wis. Laws (Gen.) 
1861, c. 65; Wis. Laws (P. & L.) 1862, c. 159, 328; Wis. Laws (Gen.) 1863, 
c. 190; Wis. Laws (Gen.) 1864, c. 93, 95, 162, 357; Wis. Laws (P. & L.) 
1866, c. 229, 262 (amended by Wis. Laws (P. & L.) 1867, c. 474), 408, 471 
(amended by Wis. Laws (P. & L.) 1867, c. 69; amended by Wis. Laws 
(P. & L.) 1868, c. 337, 410), "547 (amended by Wis. Laws (P. & L.) 1867, 
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tions.” Many statutes authorized the muncipalities to select the 
form of aid.“ The Supreme Court of Wisconsin approved the 





c. 351); Wis. Laws (P. & L.) 1867, c. 457 (amended by Wis. Laws (P. & L.) 
1868, c. 462; amended by Wis. Laws (P. & L.) 1869, c. 96; see = — 
Laws (P. & L.) 1869, c. 469; Wis. Laws (P. & L.) 1870, c. 198), 
Laws (P. & L.) 1868, c. 149, 157, 410; Wis. Laws (P. & L.) 1869, 
469; Wis. Laws (Gen.) 1870, c. 24 (amended by Wis. Laws (Gen.) 1871, c. 48: 
see also Wis. Laws 1876, c. 180); Wis. Laws (P. & L.) 1870, c. 141, 148, 172 
(amended by Wis. Laws (P. & L.) 1871, c. 13), 198, 210 (amended by Wis. 
Laws (P. & L.) 1872, c. a). Bay 244, 247, 251, 273 (amended by Wis. Laws 
(P. o L.) 1871, c. 188), 499, 501, 505, 506; Wis. Laws (P. & L.) 
75, 78, 160, 263, os SB 341, 391, 404, 441, 479, 482 (amended by 
Wis. Pate (P. & L.) 1872, c. 66), 487; Wis. Laws (Gen.) 1872, c. 182 
(amended by Wis. Laws 1873, c. 238, 277, 289; Wis. Laws 1874, c. 317; Wis. 
Laws 1875, c. 117; Wis. Laws 1876, c. 128: Wis. Laws 1877, c. 4; Wis. 
Laws 1883, c. 333; Wis. Laws 1895, c. 366); Wis. Laws (P. & L.) 1872, 
c. 10, 109; Wis. Laws 1873, c. 68; Wis. Laws 1876, c. 119; Wis. Laws 1877, 
c. 99, 283; Wis. Laws 1882, c. 100, 300; Wis. Laws 1883, c. 150; Wis. Laws 
1887, c. 529; Wis. Laws 1889, c. 356; Wis. Laws 1895, c. 256; Wis. Laws 
1901, c. 74; Wis. Laws 1907, c. 208; Wis. Laws 1909, c. 46, 299; Wis. Laws 
1911, c. 244; Wis. Laws 1913, c. 37; Wis. Laws 1921, c. 576. 

* Wis. Laws (P. & L.) 1853, c. 90 (repealed by Wis. Laws (P. & L.) 
1861, c. 23), 105, 123, 244, 268, 288 (amended by Wis. Laws (P. & L.) 1853, 
c. 406), 365, 392, 395, 399; Wis. Laws (P. & L.) 1854, c. 125 (amended by 
Wis. Laws (P. & L.) 1854, c. ag" 152, 208, es Wis. Laws (P. & L.) 
1855, c. 220, 236, 269: Wis. Laws (P. & L.) 1856, c. 110, 153 (repealed by 
Wis. Laws (P. & L.) 1857, c. 76), 282, 456, 489, 502; Wis. Laws (P. & L.) 
1857, c. 37, 63, 134, 169, 349, (c. 196 repealed all previously authorized 
loans by Columbia County or its subdivisions); Wis. Laws 1878, c. 155 
(amended by Wis. Laws 1879, c. 197). 

= Wis. Laws (P. & L.) 1857, c. 244; Wis. Laws (P. & L., Supp.) 1861, 
c. 294; Wis. Laws (Gen.) 1863, c. 109, 195 (postponed by Wis. Laws (Gen.) 
1864, c. 94; reinstated by Wis. Laws (P. & L.) 1866, c. 561); Wis. Laws 
(Gen.) 1864, c. 96, 199, 258 (amended by Wis. Laws (Gen.) 1870, c. 91), 
307 (amended by Wis. Laws (Gen.) 1869, c. 114; repealed in part by Wis. 
Laws (P. & L.) 1872, c. 116), 309, 372 (amended By wv Laws (Gen.) 1869, 
c. 130), 398 (omented aby is. Laws (P. & L.) 1867, c. 263; amended by Wis. 
Laws a) 1868 + 401 (repealed in part by Wis. Laws (P. & L.) 
1872, c. 118), 447; ‘Wis. ws (Gen.) 1865, c. 378 ~~" 5; Wis. ag 
(Gen) 1866, c. 21; amended by Wis. Laws (P. & L.) 1866, c. 460); 
Laws (P. & L.) 1866, c. 326, 310 (amended by Wis. Laws ip. & L.) eit 
c. 280), 338, ee 491, 575; Wis. Laws (P. & L.) 1867, c. 448; Wis. Laws 
(P. & L.) 1868, c. 99, 165, 214 (amended by Wis. Laws (P. & L.) 1869, c. 
211), 337, 352, 450, 459 (repealed by Wis. Laws (P. & L.) 1869, c. 414), 491: 
Wis. Laws (P. &L.) 1869, c. 183, 201, 287, 380, 436, 454; Wis. Laws (P. & 
L.) 1870, c. 450. 

*= Wis. Laws (Gen.) 1853, c. 112; Wis. Laws (P. & L.) 1853, c. 117, 
165, 308; Wis. Laws (P. & L.) 1854, c. 1, 42 (amended by Wis. Laws (P. 
& L.) 1854, c. 225), 124 (amended by Wis. Laws (P. & L.) 1856, c. 93), 279, 
288, 299; Wis. Laws (P. & L.) 1855, c. 222, 337; Wis. Laws (P. & L.) 1856, 
c. 75, 143, 166, 171 (repealed by Wis. Laws (Gen.) 1861, c. 205); Wis. Laws 
(P. & L.) 1857, c. 132, 297, 347, 390; Wis. Laws (P. & L.) 1858, c. 138 Ad 
pealed by Wis. Laws (Gen.) 1860, c. 101), 162: Wis. Laws (Gen.) 1860 
< (amended by Wis. Laws (Gen.) 1861, c. 197; Wis. Laws (Gen.) 1862, 
1); Wis. Laws (Gen.) 1863, c. 289; Wis. Laws (P. & L.) 1867, c. 93 
amended by Wis. Laws (P. & L.) 1869, c. 166; amended by Wis. Laws 


l 
c. 
( 
(P. & L.) 1871, c. 76; amended by Wis. Laws 1876, c. 180), 204, 267; Wis. 
Laws (Gen.) 1868, c. 168 (amended by Wis. Laws (Gen.) 1869, c. 96); Wis. 


Laws (P. & L.) 1868, c. 311, 327, 330, 429, 436, 439, 449, 481; Wis. Laws 
(Gen.) 1869, c. 113, 126, 134, 188; Wis. Laws (P. & L.) 1869, c. 203, 348, 
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first method in 1860," the second method in 1872." It held the 
third method unconstitutional in the Whiting case in 1870,” but 
in 1878 it held that statutes conferring a choice of methods did 
not empower the municipalities to donate to the railroads, and 
were, therefore, constitutional.” The legislature felt the impact of 
the Whiting case; no statutes authorizing donations were passed 
after 1870." But it should be realized that the scope of the Whiting 
restriction was not broad; it prohibited only one of the three 
methods of aiding railroads, and the method it prohibited had 
not been the most popular one. 

Moreover, the vast volume of legislation relating to railroad aid 
indicated that the legislature’s concept of the role of government 
in the community differed considerably from the court’s. The 
court had been reluctant to sustain the stock subscriptions origi- 
nally,” and bluntly stated that it continued to recognize their 
validity only because of stare decisis.” In contrast, the legislature 
displayed few qualms on the subject. Further evidence of the 
legislature’s broad conception of the government's role are the 
statutes authorizing aid to plankroads;" from a legal point of view 
the plankroads were identical with railroads; the absence of legis- 





423 (amended by Wis. Laws (P. & L.) 1870, c. 511); Wis. Laws (Gen.) 1870, 


c. 25 (amended by Wis. Laws (Gen.) 1871, c. 76; amended yg A Laws 


1873, c. 227), 114, 122; Wis. Laws (P. & L.) 1870, c. 100, 248, 254, 434, 435; 
Wis. Laws (Gen.) 1871, c. 87, 96; Wis. Laws (P. & L.) 1871, c. 215, 248, 
486, 490; Wis. Laws 1875, c. 117 (amended by Wis. Laws 1876, c. 29; amended 
rig to Laws 1877, c. 4), 168; Wis. Laws 1885, c. 143; Wis. Laws 1889, 
c. F 


“ Clark v. Janesville, 10 Wis. *135 (1859); Bushnell v. Beloit, 10 Wis. 
*195 (1860). 

® Rogan v. Watertown, 30 Wis. 259 (1872). 

"25 Wis. 167 (1870). See page 43 supra. 

* Bound v. Wisconsin Central Railroad Co., 45 Wis. 543 (1878). 

® See note 52 supra. 

* See Bushnell v. Beloit, 10 Wis. *195, 219-20 (1860). 

” Philips v. Albany, 28 Wis. 340, 357 (1871): 
“However we might feel bound to regard this question [the validity of 
municipal subscriptions to railroad stock], or to hold upon it, were it 
a new one, we are now effectually precluded from any examination of 
it, and such subscriptions must stand so long as the legislature sees fit 
to authorize them and the towns and municipalities to make them, or 
until the people deem it expedient to change the constitution in this 
particular. Enough was said in Whitney [sic] v. The ——_ and 
Fond du Lac Railroad Company and others, 25 Wis., pp. 186, 187. 
209 and 210, to indicate the distinction—all that there is—between a 
stock subscription and a donation or other appropriation of public 
moneys [sic] for the use and benefit of those private railroad corpora- 
tions, and also to indicate that, but for past decisions holding valid the 
subscription and taxation to pay it, to which decisions we were re- 
quired to adhere, the majority of this court would not hesitate to de- 
clare the subscription likewise void, and the tax to pay it wholly 
unauthorized.” 
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lation after 1870 authorizing aid to them was probably caused by 
their technological inability to compete with the railroads rather 
than the action of the court. 

Nor do the court’s decisions seem to have had much influence 
on the use of public funds to aid other private enterprises. Before 
1870 the legislature had authorized aid to telegraph companies,“ 
steamship companies,” hotels,“ waterworks,” gas companies,” 
building companies,” bridge companies,” canal companies,” and 
river improvement companies.” After 1870, the legislature author- 
ized aid to dry dock companies," manufacturing companies,” and 
bridge companies.” 

Nor was direct aid to profit-seekers solely a nineteenth century 
phenomenon. The legislatures of the twentieth century also at- 
tempted to use governmental fiscal power to aid the economy. The 
problem that they faced was a familiar one: capital scarcity. But 
in the twentieth century the scarcity bore most heavily on a differ- 
ent sigment of the economy; now it was the farmers who needed 
aid. The vast areas of cutover lands in northern Wisconsin needed 
capital for development into agricultural lands or for reforestation; 
moreover, farm tenancy was increasing in southern Wisconsin. To 
combat both problems the legislature tried hard and often to make 
capital available to the farmers. 

The legislature of 1911 passed the first twentieth century statute 
which attempted to use governmental credit to aid individual farm- 
ers." Counties were empowered to issue bonds “[f]jor the purpose 
of promoting the public welfare, by enabling settlers to reclaim 





* Wis. Laws 1849, c. 48, 196; Wis. Laws (P. & L.) 1852, c. 36 (amended 
by Wis. Laws (P. & L.) 1852, c. 196); Wis. Laws (P. & L.) 1853, c. 59, 150, 
160, 241, 265, 291, 299, 406; Wis. Laws (P. & L.) 1854, c. 40, 48 (amended 
by Wis. Laws (P. & L.) 1855, c. 287), 56, 58, 160, 206, 239, 264, 316; Wis. 
Laws (P. & L.) 1855, c. 37 (amended by Wis. Laws (P. & L.) 1855, c. 258); 
Wis. Laws (P. & L.) 1856, c. 457, 523; Wis. Laws (P. & L.) 1859, c. 243; 
Wis. Laws (Gen.) 1861, c. 131; Wis. Laws (P. & L.) 1866, c. 390; Wis. 
Laws (P. & L. A 

“Wis. La A -) 1853, c. oy 


" A . + Co aan. 
“Wis. i . , c. 75, 537. 
c. 335; Wis. Laws (P. & L.) 1853, c. 116. 
c. 47, 176. 


c. 62. 
. c. 295. 


is. Law: 
1871, c. 410. 
® Wis. Laws 1889, c. 27, 158, 491. 
® Wis. Laws 1883, c. 231; Wis. Laws 1877, c. 299. 
* Wis. Laws 1911, c. 656. 
*® Wis. Laws 1913, c. 774. 
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cutover lands. . . .”. These bonds were not general obligations of 
the county; they were secured only by special tax liens on lands 
given as security for loans from the county to individual farmers. 
In essence they were mortgages, with respect to which the county 
acted only as an agent. 

The 1911 county reclamation bonds were not successful, and 
the statute authorizing them was repealed in 1913.” The legislature 
of that year enacted a very similar statute to replace it, and ex- 
panded the statement of the policy.” 

These bonds were also special liens on the lands given as security 
for the county loans, but they were also general county obligations. 
The commissioners of the public lands were authorized to invest 
the state trust funds in these bonds. 

The 1913 legislature also directed the commissioners of public 
lands to invest the trust funds in 5% farm mortgages “[fjor the 
purpose of assisting the borrower to erect necessary dwelling houses 
and farm buildings, to build silos and to clear his lands of stumps, 
trees, brush and fallen timber.’” 

In 1917 the legislature created the “Settlers’ Reclamation De- 
partment” in the State Department of Agriculture.* This agency 
was to administer loans to settlers on unimproved land. However, 
the state government did not supply the fund from which the 
loans were to be made; the counties were to supply the funds, and 
each county fund was to be used for loans to settlers in that county. 

The 1917 legislature also revised the investment powers of the 
commissioners of public lands, but continued their authority to 
invest in county reclamation bonds.” 

In 1921 the legislature created the annuity board to administer 
the teachers’ retirement fund.” The legislature told this board that: 
“In making loans, preference shall be given to applications for 
small loans on improved farm property. .. .” 

Although the legislature adopted a “General Municipal Borrow- 





** Ibid. 
“[F]or the purpose of promoting the public welfare by the proper 
development of natural resources, . . . amy county may issue special 
improvement bonds . . . and may loan the proceeds on the security of 
agricultural land to settlers within the county to assist them in reclaim- 
ing land within the county for agricultural use by draining said land 
where necessary and by removing from it such stumps, brush, fallen or 
standing timber or stones as prevent an efficient use of the land for 
agricultural purposes.” 

™ Wis. Laws 1913, c. 647. 

*™ Wis. Laws 1917, c. 288. 

” Wis. Laws 1917, c. 536. 

” Wis. Laws 1921, c. 459. 
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ing Act” in 1921," to regulate municipal borrowing practices, bonds 
issued under the 1913 act were exempted from the regulations. The 
1921 statute did, however, empower counties to issue bonds to 
provide funds to be administered under the 1917 statute by the 
Settlers’ Reclamation Department. 

Further efforts were made by the 1923 legislature to make credit 
available to farmers. One statute passed by that legislature pro- 
vided that preference in selecting depositories for state funds 
should be given to banks which made non-mortgage loans to 
farmers or farm organizations.” Another statute provided that the 
“Soldiers’ Rehabilitation Fund” should be invested in the same 
manner as the teachers’ retirement fund." 

In 1925 the legislature limited the interest rate on farm loans 
from the teachers’ retirement fund and the soldiers’ rehabilitation 
fund to 5%.” 

The legislature of 1931 appointed a special committee to study 
the cutover land tax delinquency problems of northern Wisconsin,” 
and appropriated $5,000 to enable it to carry out its study.” 

The Special Session of 1931-1932 declared, by joint resolution,” 
that the annuity board had not complied with the provision of the 
1921 statute directing it to give preference to farm mortgages. The 
board was directed to dispose of all its non-Wisconsin railroad and 
public utility holdings and to re-invest in farm mortgages. 

Further pressure was put on the annuity board in 1933. By 
statute” the legislature directed it to invest at least 70% of its 
funds in Wisconsin; the preference order of investment was: (1) 
farm mortgages, with interest no greater than 5%, and no prin- 
cipal payments required for the first three years; (2) loans to co- 
operative associations on farm mortgages issued by the associations; 
and (3) loans to town mutual insurance companies on farm mort- 
gages issued by the companies. 

The 1933 legislature directed the annuity board to lower its farm 
mortgage interest rate to the level set by the federal land banks.” 

For all of the farm credit legislation discussed so far, the legis- 
lature made no use of the general funds of the state. Instead, it 





* Wis. Laws 1921, c. 576. 


= Wis. Laws 1923, c. 186. 

* Wis. Laws 1923, c. 345. 

“ Wis. Laws 1925, c. 368. 

* Wis. Laws 1931, J. Res. 54. 
* Wis. Laws 1931, c. 398. 

* Wis. Laws 1931-32 a Sess., J. Res. 37. 
* Wis. Laws 1933, c. 126. 

” Wis. Laws 1933, J. Res. 114. 
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drew on the resources of the trust funds, the teachers’ retirement 
fund, and the soldiers’ rehabilitation fund. County funds were 
also used. 

It could perhaps be argued that the use of these funds was not 
restricted by the public purpose doctrine; the doctrine was usually 
phrased as a limitation on the power of taxation, and these funds 
were not directly derived from taxation. But there is strong evi- 
dence that the use of these special funds rather than the general 
fund of the state was not due to the legislature’s fear of the re- 
straint of the public purpose doctrine. The cause was more im- 
mediate: the state did not have unencumbered general funds in 
sufficient quantities to act effectively as a source of credit. 

Five separate constitutional amendments were proposed to en- 
able the state to borrow money to lend to farmers. The first of 
these proposals was adopted in 1913.” The proposed change was 
an amendment to Article VIII, section six, the provision which 
limited the state debt. The amendment would have allowed the 
state to borrow any amount to loan to individuals on the security 
of agricultural lands. 





* Wis. Laws 1913, J. Res. 23. The preamble to the resolution recited: 

“WHEREAS, The free public lands of the United States which 

are suitable for farming purposes have been almost entirely dis- 

posed of; and 

“WHEREAS, There are thousands of men in Wisconsin and 

elsewhere who could with great benefit to themselves and to the 
state of Wisconsin engage in the occupation of farming on the 
undeveloped farm lands of this state if they could be assisted 
in obtaining the capital necessary to purchase and develop these 
lands; and 
“WHEREAS, Farm tenancy has increased in the southern coun- 

ties of our state largely as a result of the increase in land values 

until fifteen of these counties report that from twenty to thirty- 

four out of every hundred farms are operated by renters; and 

“WHEREAS, Easier means of borrowing money are needed 

both to help the renter to become a farm owner and thus prevent 

the rise of a wide-spread system of tenant farming, and to enable 

the settler on the cut-over lands to develop his farm; and 

“WHEREAS, Our existing banking and other money-lending 

agencies can not or do not provide the funds needed; and 

“WHEREAS, The experience of New Zealand, Australia, and the 

Philippine Islands and other countries and the experience of eight 

of the United States clearly demonstrates the possibility of suc- 

Y managing a state system of loans to farmers on the 

basis of real estate security... .” 
The text of the amendment provided that: 
“For the purpose of obtaining funds to promote the general welfare by 
making loans to individuals on the security of agricultural land to as- 
sist such individuals to acquire or improve agricultural land for their 
own use and occupancy for farm purposes, the state may contract such 
public debts as the legislature by a vote of a majority of all the mem- 
bers elected to each house, taken by yeas and nays, from time to time 
shall authorize.” 
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The next proposal for change came in 1919." That legislature 
wanted to amend Article VIII, section seven, the provision which 
limited the state’s emergency borrowing power, to allow the state 
to borrow up to 1% of the last state assessment “for the purpose of 
aiding land settlement.” 

The legislature of 1921 proposed a similar amendment,” also to 
Article VIII, section seven. This proposal set the limit at one-fifth 
of one mill on the dollar of the last state assessment. 

The 1923 legislature approached the problem from a slightly 
different direction.” It proposed an addition to Article VIII, sec- 
tion ten, the “internal improvements” prohibition. This amend- 
ment would have allowed the state to lend money to individuals 
on real estate security; debts incurred by the state in implementing 
the amendment were not to be subject to the constitutional re- 
strictions on state debts. Despite the difference in approach, the 
purport of the amendment was the same: to empower the state to 
borrow money. 

These proposed constitutional amendments strongly indicate 
that the obstacle to state participation was lack of funds, not the 
public purpose doctrine. This inference is conclusively established 
by the action of a subsequent legislature. 

In 1937 the legislature made these findings of fact and declara- 
tion of policy: 

It is hereby declared that a public economic emergency 
does, and continues to, exist in the state of Wisconsin. Great 
upheavals have occurred in our debt and credit structure, re- 
sulting in a multiplicity of bankruptcies and mortgage fore- 
closures, the wholesale eviction of thousands from their farms, 
homes, and places of business, and widespread unemployment 
and public relief. The worst drought in history has aggra- 
vated and made more serious the conditions already existing. 
The state and federal governments have helped alleviate these 
conditions by making credit facilities and other types of relief 
available through various agencies, but the emergency still 
exists. It is hereby declared to be the policy of the legislature 





"Wis. Laws 1919, J. Res. 76. 

* Wis. Laws 1921, J. Res. 47S. 

* Wis. Laws 1923, J. Res. 71, 72. 
“Provided further, that for the purpose of developing the agricultural 
resources of the state, the state may establish and maintain a system of 
rural credits and thereby loan money and extend credit to the people 
of the state upon real estate security in such manner and upon such 
terms and conditions as may be prescribed by law, and to issue and 
negotiate bonds to provide money to be so loaned, and the debts so 
incurred shall not be subject to the limitations contained in section 6 
of this article.” 
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in this emergency to assist needy farmers, home owners, and 
others in obtaining credit facilities, in refinancing and adjust- 
ing their debts, and in safeguarding their homes, property, 
and means of subsistence; and to cooperate with the federal 
government in accomplishing these ends. To carry out this 
policy it is deemed necessary to establish an emergency agency, 
which shall be known as the “Wisconsin Home and Farm 
Credit Administration” Ps 


The legislature appropriated funds to the agency to carry out its 
duties of co-operating with the federal government, mediating 
disputes between debtors and creditors, and performing similar 
functions. It also appropriated $1,000,000 to be made available 
by the agency through county boards for farm loans.” There was 
no judicial test of the validity of this act. 


Although the legislature itself showed little concern over the 
application of the public purpose doctrine to legislation, the gov- 
ernor sometimes called it to their attention in a veto message. In 
1913 Governor McGovern vetoed a bill which provided for admin- 
istrative regulation of the marketing of certain agricultural prod- 
ucts.” He based his veto partly on the public purpose doctrine, 
but his major objection was that the bill would not be effective.” 

Governor Phillips used the public purpose doctrine as the basis 
of several vetoes. He disapproved a bill which authorized and rati- 
fied county payments of $500 to individuals or corporations con- 
structing and operating ferries.” In the same year he vetoed a bill 
which authorized any city to buy and sell to its inhabitants any of 
the common necessities of life;” this veto was based solely on the 
public purpose doctrine. Governor Phillips also attached a memo- 
randum to his signature of a bill which increased the number of 
cities which could engage in the ice and fuel business; his approval 
was reluctant, but, since the question had not been expressly ruled 





* Wis. Laws 1937, c. a see also Wis. Laws 1937, c. 26. 

* Wis. Laws 1937, c 

* Wis. . 1176 771913). 

™ Wis. A. Jour. 1183 (1913). 
“Finally, let me say that even though the constitutional infirmities of 
this bill were removed, the ae appropriation of $2,000 which it 
provides would prove altogether insufficient to accomplish anything 
worthwhile — the lines proposed. Why nibble at the fringe of this 
great problem? If we wish to improve marketing conditions in Wis- 
consin, why not deal comprehensively with the question? Partial and 
piece-meal legislation concerning this matter is not only liable to fail 
because of eee but is quite certain also to prove in- 
effective in practi 

* Wis. A. Jour. 661 (1917). 

* Id. at 1077. 

Id. at 1211. 
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upon in Wisconsin, and the decisions in other states were conflict- 
ing, he thought it advisable to leave the matter to the courts. 

Governor Phillips also vetoed a bill passed by the following 
legislature which empowered any city to establish and operate 
plants to process dairy products; the governor held that this was 
not a public purpose.™ 

The Attorney General advised the 1921 legislature that a bill 
authorizing municipal markets in second class cities was of doubtful 
constitutionality. The legislature decided not to pass the bill.” 

The evidence, therefore, indicates that the legislature passed 
many acts which were in apparent violation of the public purpose 
doctrine; and these acts received executive approval. The severe 
constitutional limits on state debt restricted the legislature much 
more than did the courts’ enunciation of the public purpose doc- 
trine. Though the governor occasionally vetoed a bill on the 
ground that it did not serve a public purpose, these instances were 
few. In general, the direct and indirect impact of the doctrine on 
the legislature seems to have been of very limited extent. 








™ Wis. A. — 1338 (1919). 
™ Wis. A. Jour. 1537 (1921). 
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Confidential Chat on the Craft 
of Briefing 


MorTIMER LEVITAN* 


This chat on the craft of briefing is intended solely for discreet 
lawyers who invariably respect confidences. It was prepared for 
publication only after repeated assurances by the editors that 
judges never read law reviews. Whether this is good or bad, true 
or false, judges will benefit most from this article if they remain 
unaware of its contents. 

What briefs need most in this world is readability.’ Briefs should 
also be convincing, if possible, but unless they are read by some- 
body, they won’t convince anybody of anything—except their 
writers, of course. Briefs have a knack of convincing their writers 
with the utmost of ease. Cases are not won by persuading one’s 
self of the soundness of an argument; they are won by convincing 
judges—not courts, not benches, not institutions, but lawyers who 
have been elevated to the judiciary. 

Courts cannot read. With perseverance human beings can 
acquire the art of reading, but institutions, organizations, divisions 
of government can never be endowed with that art—not even by 
an act of Congress. Judges, who are human beings by nature, 
lawyers by profession and judges by fortuity, can read and 
frequently do, but with all of the fascinating reading material on 
earth, why should they squander their reading time on briefs that 
are dull, obfuscated, verbose, and downright uninteresting besides? 
The fact that so many briefs get read is a tribute to pertinacious 
adherence to judicial sense of duty. When a brief is filed, it is not 
fed into a judicial machine, which comprehends, weighs, and 
evaluates automatically, and then after whirling of wheels and 
flashing of lights—and occasionally prolonged periods of inactivity 





*A B. 1912, University of Wisconsin; LL.B. 1915, Harvard University; 
Assistant Attorney General, State of Wisconsin since 1922. 

When a lawyer persists in reading his brief to the judge, he admits in 
open court that his brief is unreadable, i.e., so dull and uninteresting that no 
one would read it voluntarily. Reading the brief becomes permissible boorish- 
ness in only one situation—when the judge is sound asleep. It is probably 
because of brief-reading attorneys that some judges have succeeded in de- 
veloping such marvelous facial dishonesty that they can appear intensely in- 
terested while hearing not a single word 
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—ejects the correct answer. When a brief is filed, it is for considera- 
tion by a man (or, possibly, a woman); which means that briefs 
must be addressed, not only to human intelligence, but also to 
human nature. 

No brief should ever be written without some definite purpose 
in mind. Neither convention nor addiction is justification for a 
brief: the conformist should rebel, and the brief-writing addict 
should seek psychiatric aid. There are a variety of purposes— 
some commendable, some reprehensible—for writing briefs. It is 
reprehensible, for instance, to write a brief primarily to express an 
uncomplimentary opinion of one’s adversary; it is commendatory 
to write a brief for the purpose of advising the court; it is neither 
reprehensible nor commendatory to write a brief because the client 
insists—merely good business. The most exemplary purpose of a 
brief is to assist the court in deciding the controversy either for 
or against one’s client, but preferably in the client’s favor. 

The lawyer who writes a brief without a preliminary outline 
would if he were a carpenter, build an edifice without a plan. 
True, by persistently pounding away eventually a written argu- 
ment might emerge, and a shelter might evolve, but the finished 
product would probably be bizarre rather than artistic. Briefs 
dictated without preliminary outlines tend to be garrulous mono- 
logues in which the lawyer strives to ascertain the determinative 
issues by the “talking’’ method, rather than the “thinking and 
investigating” method. The most meritorious aspect of these 
briefs is that they do come to an end eventually; their worst aspect 
is that they end where they should have started. While time spent 
in briefing may be wasted, time spent in outlining a brief is never 
wasted, for a skillfully prepared outline invariably engenders a 
shorter, clearer, better brief. 

The effective production of a brief depends, not only on a 
knowledge of the law and facts involved, but also on familiarity 
with the background, disposition, and intellectual endowments of 
the judge. Different types of judges require different types of 
briefs; which is merely another way of saying that a brief to be 
effective must be written with the reader in mind. A short story 
intended for readers of True Confessions must be written different- 
ly from one intended for readers of Harper’s Magazine. In briefing, 
as in short story writing, effectiveness depends upon pleasing or 
impressing the selected audience. 


There are certain mechanical features that should characterize 
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all briefs, regardless of the identity of the judicial target. For 
instance, black black ribbons’ should be used for typing, not 
ribbons that have been pounded into pearl gray. The days or 
even months spent in legal research, cogitation, and dictation can 
be wasted by one anemic typewriter ribbon. A brief may tax or 
insult a judge’s intelligence, but when it impairs judicial optic 
nerves the sensible judge stops reading and says—well, just what 
do judges say when they vehemently conclude that something 
should be consigned to a place noted for its caloric climate?’ 

There are a number of other physical characteristics of briefs 
that decoy judges into reading. A weighty brief—one fattened 
beyond the capacity of a postal scale—might get hefted, might 
get opened, might even get a despairing leafing through, but it 
won't get word-by-word perusal. Slender briefs have infinitely 
more allure than the obese type, and especially if well-proportioned 
—svelte, with emphasis supplied in just the right places. Judges, 
like other human beings in this radio and television age, are 
more likely to peruse an article in Reader's Digest than wade 
through War and Peace. 

The paper chosen for the honor of being immortalized with 
the words of the brief should have sufficient opaqueness so that 
each typed page will not look like a double exposure. It is difficult 
for a judge to concentrate on the argument presented on one page 
when distracted by the argument peering through from the follow- 
ing page. There is, of course, little objection to using diaphanous 
paper for the copies to be presented to opposing counsel, because 
the chances of discovery are slight.‘ 

The effectiveness of an argument may be accentuated or dissi- 
pated by the mode of presentation. An unshaved, dirty-collared, 
baggy-suited salesman handicaps himself in selling, no matter how 
superior the merchandise. A carelessly typed, poorly arranged page 





? Black ribbons should be instantly destroyed at the first appearance of 
telltale gray. Their retention might tempt some recipient of a letter written 
with the exhausted ribbon to poo into the office and use the ribbon to strangle 
the secretary who used it. If this should happen—and it should!—it is hoped 
that the case comes up before a judge who received a brief written with the 
same ribbon. 

* This question should not be answered; it is posed only because of the 
editorial policy against the use of the word hell in articles. It is generally un- 
— that the rule does not apply to faculty members of accredited law 
schools. 

*While judges read briefs from a coercive sense of duty, lawyers are 
not thus bedeviled. Incidentally, that may explain why some lawyers instruct 
their secretaries to save all battered carbon paper for the preparation of 
a = intended for opposing counsel. Or, could it be the secretaries’ 
own idea 
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does the same thing, no matter how excellent the argument. A 
small gob of jam on a single page can destroy completely the 
effectiveness of the brief—even if the gob is genuine Bar-le-Duc! 
Misspelled, misplaced, and misused words create almost as much 
havoc with the selling of the argument as the gob of jam. True, 
a word is a word even when slightly misspelled; the difficulty is 
that the reader’s attention lingers on the mangled word rather 
than on the thought intended to be conveyed. Misplaced and 
misused words distract attention and may suggest vagrant ideas 
far removed from the argument intended. As to misspelled and 
misused words, no remedy is 100 per cent effective, but one highly 
recommended is the purchase of two good desk dictionaries—each 
costing more than a quarter, that is‘\—to be used at least twice 
daily by the lawyer and as needed by the secretary.‘ As for the 
misplaced words—possibly the best preventative is a secretary who 
majored in English composition; and if that provocative helpmate 
is unavailable, the next best thing is the purchase of a grammar 
for adults and an elementary work on semantics.’ Incidentally, 
semantics should be a required study in every law school, even 
though it would result in precise and concise legal documents and 
hence curtailed fees and less litigation. The only students excused 
should be those who intend to enter the legislative field. 

A brief should be brisk but not breezy; it should neither dart 
nor dawdle. Arguments should not be delayed by patter, and gold- 
bricking words should be eliminated. The literary style used in a 
brief should be influenced, rather than dictated, by the judge who 
is the objective of the brief. If the judge feels apprehensive in the 
presence of polysyllables, only monosyllables should be used—al- 
though it may be permissible to slip in a few of the simpler two- 
syllable words. If the judge reaches for an aspirin after every 
complex sentence, use only simple sentences—although an oc- 
casional compound sentence may be tolerated. However, even if 





*THe AmericAN CoLiece Dictionary (Random House) qualifies easily 
and inexpensively. Really, two copies should be purchased, if the lawyer is 
to be spared the embarrassment of having his virtuous “dictionary habit” de- 
tected by his secretary. 

* Intelligent and conscientious secretaries will naturally need the dictionary 
more frequently than the other kind—assuming, dangerously, that there is any 
other kind of secretary. 

* Any grammar, whether used or not, is much better than none; ENGLISH 
Grammar, by George O. Curme, in the CoLtece Out ine Series (Barnes & 
Noble, Inc.) is infinitely better than none—especially if used. And as for 
semantics don’t buy LaNGuace 1n Action, by S. I. Hayakawa (Harcourt, 
Brace and Company), merely for the prestige of possession; its value is de- 
pendent not upon owning but upon reading. 
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the judge enjoys splashing around in Henry James sentences, the 
literary style of the brief should be simple, accurate, concise. A 
style that steals the show from the argument does a disservice to 
the brief. Ornateness, languidness, verbosity, circuitousness—these 
do more than steal the show; they ruin it. A brief is not a pasture 
for the practice of literary gymnastics by frustrated journalists; 
indeed, it should not be considered a pasture of any kind but rather 
a cubbyhole just large enough to hold the essentials, compactly 
and neatly arranged, of a sound legal argument. 

Most ideas when sufficiently understood can be expressed in 
simple language. When a brief is peppered with Latin, leavened 
with bombast, and frosted with sententiousness, the writer un- 
wittingly discloses his befuddlement. The test of a lawyer’s com- 
prehension of a legal argument is his ability to express it in 
language that can be understood by a layman. If an intelligent 
secretary understands, the chances are that the judge will also 
understand. Her failure to understand is the cue for revision or 
redictation. Incidentally, if the secretary volunteers the opinion that 
an argument is balderdash, she may be officious, she may be im- 
pertinent, she may even be slightly vulgar, but the chances are 
that she is also right. 

The absence of paragraphs has undoubted value as a non-habit- 
forming hypnotic. Briefs, however, strive to keep judges awake— 
and even alert! Lawyers, then, should develop the art of para- 
graphing: it may not attract as much business as developing the 
art of putting, for instance, but it certainly will lead to better 
briefs. There is always the danger that a non-paragrapher may 
degenerate into a single-spacer—those sadistic knaves who gloat 
over ruined eyes and mangled dispositions. 


The secret ambition of every brief should be to spare the judge 
the necessity of engaging in any work, mental or physical. Not 
that judges are incapable of performing mental or physical work; 
most of them can perform one or the other, and many of them 
can do both—although somewhat reluctantly, at times. But judges, 
like all cultured members of the human race, enjoy being waited 
on. When, for example, a case is cited in support of a proposition, 
the judge should not be required to read page after page of dreary 
dissertation in order to disinter the one or two important sentences. 
The brief should always disclose, not only the page on which the 
opinion begins, but also the exact page on which the pertinent 
discussion occurs. Indeed, a brief truly solicitous about the judge's 
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mental and physical welfare will, by the simple expedient of stating 
tersely what was involved, what the court did, and then quoting 
the one important sentence in the opinion, spare the judge the 
effort involved in reaching for, opening, and reading the report. 
If, perchance, there are actually two important sentences, both 
may be quoted; but whole pages should not be quoted even if they 
have the semblance of importance: pages seem more important 
when printed than when typed, hence the judge should be lured 
into reading the original. 

The destruction of judicial equanimity by making it as difficult 
as possible to find the authorities referred to in a brief is a vicious 
sport that fascinates some lawyers. They place great weight on a 
certain case, and then use heinous ingenuity to prevent the judge 
from finding it. For example, if the case is from a foreign jurisdic- 
tion they will give the state report citation—which is unavailable 
to the judge—and refrain from disclosing the Reporter System 
citation, which is available. They may even give only the Reporter 
System citation for local cases, apparently on the assumption that 
judges are required by law to know the correct citation of all 
cases in the official reports. If an English case, for instance, is 
reported in A.L.R., they omit the domestic citation and use the 
foreign one. 

Perhaps it may be permissible to give an example of the in- 
explicable antics of an “inadequate citation’”’ enthusiast when he 
really tries. An attorney in his brief quoted three sentences from 
what was presumably a case decided by a court—at least, he gave 
the name of a case, but he did not reveal the page on which the 
sentences occurred, nor did he give any clue as to the issue involved, 
the date of decision, or the geographical location of the court. 
The only clue—a false clue, it developed—was a certain volume 
and page of “Ann. Cas.” Opposing counsel, carelessly assuming 
that at least one case in the brief must be in point, examined the 
indicated volume of Annotated Cases, but the case wasn’t there, 
nor was it in any other volume of Annotated Cases. Had the 
attorney really succeeded in referring to a case that couldn’t be 
found? Opposing counsel followed several false leads before de- 
ducing that the case—if it really was a case—might be an English 
compensation case. The deduction proved correct! Butterworth 
(B.W.C.C.) reported the English House of Lords case—it was also 
reported in at least ten other British sources, including Appeal 
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Cases. The next deduction also proved correct: the case was im- 
portant enough to warrant reporting in A.L.R.! Counsel had 
jerked three chatter sentences—not crux sentences—from a para- 
graph in the opinion of one of the Lords, as reported in A.L.R.; 
however, instead of giving the volume and page of the A.L.R. 
citation (as any considerate lawyer would instinctively do) he 
malevolently (or was it inspired carelessness?) had copied the 
volume and page used for the “A.C.” citation (but without the 
year) as given in A.L.R., but had substituted “Ann. Cas.” for 
“A.C.” The court did not decide against the attorney because of 
the three untagged, displaced sentences—there was, as might be 
surmised, no logical basis upon which he could have been upheld 
—and the court refrained from commenting that desperate cases 
do not suspend the decencies of law practice. 


Give a judge a citation he can use—one that requires the mini- 
mum of exertion! If he is required to expend his energy looking 
for the case, he may not have sufficient energy left to appreciate 
the case when he finds it. Also, the citation should be compre- 
hensive enough for use in his opinion. The title of the case should 
always be given exactly as in the report, notwithstanding the oc- 


casional secretarial urge to introduce inexplicable variations. 
That does not mean, of course, that if the case is referred to 
ten times on one page, the full title must be given ten times; once 
on a page is sufficient, provided the nickname selected for the 
case is incapable of producing confusion. However, it is an im- 
position on the judge to require him to turn the page in order to 
learn the exact name and citation of the case. The fact that courts 
in writing for lawyers use infra and supra does not justify retalia- 
tion by lawyers when writing for judges. 


Sometimes lawyers produce the illusion of erudition and industry 
by presenting notes and annotations without the benefit of quota- 
tion marks, without anything to suggest the source or the actual 
author. Now, the products of skilled annotators are of superla- 
tive value in briefing, but there is a difference between using an 
annotation and plagiarizing an annotation. Discovered plagiarism 
invariably causes diminished confidence in the offending writer; 
and although pretending to be the author of an outstanding piece 
of legal research does not necessarily mean the loss of the case, 
any deceit seems to give a brief an unpleasant odor—and smelly 
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briefs are not usually convincing. Incidentally, these comments 
also apply to long overdue briefs.” 

What is kept out of a brief is almost, but not quite, as important 
as what goes into a brief. Success in the act of omission depends 
upon (1) the intelligence and courage of the writer, and (2) the 
intelligence, experience, and personality of the judge. Profound 
knowledge of the subject is a prerequisite to differentiation be- 
tween the important and unimportant; however, while the trivial 
and inconsequential should be suppressed, they cannot always 
safely be eliminated unless the judge’s valuations can be predicted. 
For example, a judge who has had experience with a number of 
somewhat similar controversies does not require as comprehensive 
a brief as a judge struggling with the problem for the first time. 
Judges really do learn by experience, no matter what a few dis- 
appointed lawyers may say. In general, the brief should contain 
nothing that does not serve a useful purpose in the presentation of 
the argument—which includes, of course, the creation of a pro- 
pitious atmosphere for the argument. 

Regardless of provocation or opportunity, ridicule and humor 
should invariably be eliminated before the brief is submitted to 
the judge. In ridiculing an opponent’s argument a lawyer may be 
ridiculing one of the pet notions of the judge—and judges resent 
ridicule. Who doesn’t? Besides, there is the horrible possibility 
that the argument only seems ridiculous because of inability to 
penetrate the recondite. As to humor, the danger lies in the un- 
fortunate fact that its success depends upon the receiver as well 
as the sender. Ascension to the bench frequently atrophies a 
normal, robust sense of humor, and after a period of service— 
say, two or three days—a juridical sense of humor begins to show: 
a mysterious, inscrutable, capricious variety which turns into wrath 
too easily for comfort. 

A brief needs something more than readability; it needs a com- 
plement of arguments. The arguments suitable for briefs are of 
two kinds: (1) persuasive, and (2) supportive. Persuasive argu- 
ments are those which seek to induce a judge to decide a contro- 
versy in a certain way; supportive arguments are those furnished 
as a courtesy to the judge for use in the opinion filed in justifica- 





* Most lawyers can be relied upon to keep every promise they make, big 
or small—except a promise to submit a brief by a stated time, possibly be- 
cause they consider such promises a result of coercion and hence against 
few policy. It is suggested that if lawyers spent as much time writing their 

riefs as they do in talking about them, there would be very few late briefs. 
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tion of his decision. Persuasive arguments must be sound ‘in order 
to be effective; supportive arguments may be spurious, for their 
use in the judge’s opinion confers the illusion of legitimacy. Sup- 
portive arguments really supply the decor for the opinion, which 
usually is a skillful interplay between intellect and unconscious 
motivation. Judicial opinions, while belonging to a much higher 
caste, are closely related to the written explanations which con- 
gressmen frank home to their constituents in defense of their 
votes on highly political measures: the decisions and the votes are 
not the results of the opinions and the explanations, but vice 
versa. 


Whether a brief accomplishes its objective of inducing a judge 
to decide in one’s favor depends upon many factors, one of which 
is the persuasiveness of the arguments presented. The difficulty 
is that there are no precautionary mechanical, chemical, or psy- 
chiatric tests which can be applied to an argument to determine 
its soundness or persuasive quality. It is not sufficient to say 
pragmatically that any argument which persuades a certain judge 
is sound in his court, although possibly nowhere else; the problem 
is to determine prior to decision the reaction of a specified judge 
to the available types of argument, a reaction that is necessarily 
dependent upon his social and economic background, his educa- 
tion, experience, personality, and ambitions. The personality 
factors, incidentally, are the explanation of split decisions: when 
a court splits four to five, for example, that does not mean that 
the court is composed of five jurists and four mules, nor does it 
mean that the court is composed of four jurists and five mules; 
it means, rather, that honest, sincere, intelligent judges are im- 
pelled to different conclusions by their diverse personalities. And 
it means, also, that few legal problems come equipped with only 
one possible answer. To aggravate the difficulties, there is nothing 
static about a judge’s sensitivity to various arguments. There really 
are fashions and fads in the legal reasoning: a brief compacted 
with cogent arguments may be considered almost chic today and 
dowdy tomorrow or, more likely, next month—judicial lag, you 
know. 

The most persuasive arguments are factual rather than legal. 
Possibly that is because Law has borrowed infinitely more from 
Equity than Law has the courage to admit—which pleases rather 
than annoys Equity. If facts can be clarified to the degree that 
the barber, the grocer, and the shoemaker would consider that a 





68 WISCONSIN LAW REVIEW [Vol. 1957 


certain result should follow as a matter of common sense, the 
probabilities are that the judge will arrive at the same conclusion. 
True, the judge will listen attentively to protracted oral arguments, 
will diligently read monumental briefs, will spend precious hours 
in making personal investigations of the evidence and the law— 
and notwithstanding all that, his carefully considered judgment 
will concur with that pronounced by the barber, the grocer, and 
the shoemaker. There is this difference, however: the judge, be- 
cause of his specialized training, can express the rationale of the 
decision in profound language that fits into the juristic scheme. 
An unfair analogy would be the witch doctor who may produce 
cures without knowing why, and the highly skilled medical expert 
who cures, but can also give a scientific explanation—or, at least, 
something that sounds like one. A plausable theory is that every 
human being considers himself an amateur judge; when a judge 
turns professional, his judgments acquire sanctions, but his 
thinking habits fortunately remain those of the amateur. That 
may be why judges are seldom priggish enough to carry judicial 
integrity to the point of national catastrophe. Moreover, if a judge 
violates the commonly accepted concepts of justice in the com- 
munity, the legislature or successor judges will ultimately restore 


judicial thought into harmony with community thought. 


Facts have an innate faculty of looking different in different 
lights. It is the function of a brief to present the facts in the 
most favorable light, but that does not sanction distortion, suppres- 
sion, or expansion. Skillful lighting requires intimate knowledge 
of every detail of the subjeet, plus some aptitude for appraising 
relative values and creating harmonious arrangements. The differ- 
ence between the unflattering likeness produced by a snap shooting 
amateur and the artistic personality study produced by a renowned 
portrait photographer is largely a matter of posing, lighting, and 
finishing. The brief writer, to be sure, must use words while the 
photographer uses light, but the basic objective is the same: sell- 
ing a picture. 

The presentation of facts in a brief must of necessity be quite 
different from the presentation in the opinion. In a brief absolute 
honesty is mandatory; judicial license permits such variations in 
the facts as are essential to a well-considered, sagacious opinion. 
Richard III would have been poor drama if Shakespeare had ad- 
hered to history; and many outstanding judicial opinions owe their 
status to artistic factual modifications. Lawyers sometimes are dis- 
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appointed at their inability to recognize the facts as they appear 
in the opinion; but they should realize that the decision would 
have been precisely the same even if the facts as stated in the 
opinion had retained their old familiar looks. 


Adroitness in the presentation of facts has one objective: to 
facilitate perception of the imperative dictates of justice for a 
favorable decision. To stimulate the judge’s perceptivity, invoca- 
tion must be made to common sense, ideals, predelictions, and 
vanity. The appeal to common sense is ordinarily the most effi- 
cacious, for presumably both judge and lawyer have unlimited 
supplies of that rare treasure, and both have the variety indige- 
nous to the community. The good judge, of course, is the one 
most generously endowed with the highest grade of common 
sense; and the difference between a good judge and an outstanding 
judge is literary rather than juristic. The appeal to ideals has an 
element of danger, for most people have internal as well as ex- 
ternal ideals, and obeisance to the external ideal may infuriate 
the internal ideal. All people have those unexplainable, uninten- 
tional, illogical likes and dislikes that qualify as prejudices—all 
people, that is, except judges, and they have predelictions. It is 
wise, therefore, not to use arguments that might bounce against 
some of the judge’s petrified notions; better stick to morality, 
patriotism, humanitarianism, and the public weal. Vanity, that 
essential of human happiness, has been the victim of undeserved 
deprecation. In judges, particularly, vanity is a truly precious 
quality, for vanity is the most effective preventative of judicial 
tyranny. No matter how overdeveloped his urge toward absolutism 
may become, a judge still retains his positional vanity: he craves 
universal recognition as a great jurist—the greatest jurist, in fact 
—and this craving fortunately imposes some degree of self- 
restraint. If a judge’s vanity has a voracious appetite for flattery, 
the type that needs a double shot of flattery before breakfast, and 
double shots at frequent intervals throughout the day, the brief 
should be drenched with flattery; if, on the other hand, only small 
quantities are appreciated, and then only if highly diluted, the 
brief should be only faintly perfumed with thoroughly disguised 
flattery. 

There are some types of flattery that add a pleasant glow to 
a brief, and they are deference, thoughtfulness, and consideration. 
Every judge is entitled to these, not always because of his character, 
or erudition, or diligence, or amiability, but always, always because 
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of his position. The judge should be treated like visiting royalty, 
not like a recalcitrant elephant. His attention should be invited, 
not called or directed. And judges should never be admonished to 
read this or that carefully, or to pay particular attention to some- 
thing or other. Judges always read carefully and always pay par- 
ticular attention to everything—and for a lawyer to intimate 
otherwise is downright uncouth. Besides, in most cases where the 
intimation is justified, it won’t do any good. While courtesy is 
not generally a satisfactory substitute for a valid argument, some- 
times it seems to come amazingly close; flattery comes even closer. 

It must be disconcerting for a judge to read a brief which con- 
sists primarily of the lawyer’s pendente lite credo. After all, it 
really doesn’t matter what the lawyer believes the law to be; the 
important thing is what the judge believes. Still, briefs are 
frequently littered with “We believe so and so,” “We are of the 
opinion,” and “It seems to us.” A brief should submit, contend, or 
urge various arguments for the judge’s consideration; and the 
gratuitous, personal views of the writer should not be volunteered 
without an express invitation—preferably engraved—from the 
judge. 

Solicitude for a judge’s welfare should be shown, not expressed. 
If, for example, guiding signs placed at strategic spots throughout 
the brief would facilitate reading and comprehension, signs should 
be installed. Not exactly the same kind of signs used on highways, 
to be sure, although some of those signs have possibilities of 
adaptation, viz., “Winding argument ahead,” or “Muddy when wet 
or dry,” or “Unreadable until repaired.” Much more dignified, and 
probably better, than the highway type of signs are synopsis-of- 
synopsis headings—headings that trenchantly state the essentials of 
the argument, both factual and legal. Headings that simply 
enumerate, or vaguely refer to some fact or argument, or just mum- 
ble in type, should be eschewed; the headings should actually tell 
something to the judge. By way of illustration, a heading like 
“Accident occurred,” is neither as impressive nor as tragically 
revealing as “Piano fell on Joe’s head.”” And arguments and au- 
thorities clustered under the heading “Law involved,” are certainly 
not as effectively heralded into the judge’s consciousness as the 
same law arguments and authorities introduced with the heading 
“Contracts must have mutuality.” If a headline-reading judge reads 





* Note omission of interesting details, like piano was a Steinway, Joe's 
head formerly was curly, etc. 
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nothing but the headings, he should acquire a conversational 
knowledge of the case; the judge who habitually skips headlines 
will get the full story in the body of the brief; and for the judge 
who reads everything in the brief—and there are such judges, it 
is said—the headings will differentiate the highly important por- 
tions of the brief from the mildly important. The headings also 
magnanimously drop hints as to what portions of the brief may 
be skipped. After all, if a judge is already convinced of the sound- 
ness of an argument, why waste time reading pages and pages 
of brief seeking to convince him? Besides, there is always the 
danger that reading might unconvince him. 


Authorities and precedents frequently are very persuasive in 
briefs, but only when they have been carefully selected and properly 
distributed. Before precedents can be selected, they must be dis- 
covered. Sometimes lawyers, failing to appreciate the coyness of 
precedents, expect them to flutter into sight at the opening of 2 
book without any necessity for flushing out of their hiding place. 
Search should start in the digests—especially the local digests—- 
for no matter what some impatient lawyers may proclaim, digests 
attempt to make the finding of law easy, not difficult or impossible. 
A hunter does not look only in one spot for the hypothetical 


pheasant; he looks in many likely spots, sometimes hour after hour, 
until he finds a real pheasant. Precedent hunters should follow 
the tactics of the pheasant hunters.” 


Precedents should not be selected for inclusion in briefs solely 
on their intrinsic worth; the judge must also be considered in 
making the choice. Naturally every judge considers his former 
opinions the most persuasive, the most perspicacious, the most 
authoritative, and these opinions have top priority. Secondary 
precedents should include the opinion which most accurately ex- 
presses the principle sought to be established (for clarity), the 
opinion in which the principle was first enunciated (for vener- 
ability) and the opinion which last announced the doctrine (for 
up-to-dateness). One precedent which should be included, if at 
all possible, is the one with the greatest vulnerability to discovery 
by the judge on a research expedition: judge-discovered precedents 
acquire exaggerated importance, notwithstanding their prior 
careful appraisal and rejection by the attorney preparing the 





*” The gun, of course, should be omitted; however, since excellent briefs 
usually result from “working like a dog,’ possibly the dog should be retained. 
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brief;" and the only way to hold those cases down to their appropri- 
ately humble position is to cite them. 

The selection of supportive arguments is infinitely less important 
than the selection of persuasive arguments; still, judges appraise 
the merit of the brief almost entirely upon the supportive argu- 
ments presented. And this is entirely proper, for a truly skillful 
brief never lets the judge suspect that any persuasive arguments 
in the brief had the slightest influence on his decision. As to the 
supportive arguments—well, we all recognize instantaneously the 
supreme sagacity of the person who expresses ideas identical with 
ours. When the judge reaches a determination, why shouldn’t he 
think highly of the brief which furnishes ready-to-use precedents 
and arguments that can be incorporated into his opinion? 

Supportive arguments and precedents should have versatility, 
flexibility, tensibility—in short, capacity for being fitted into place 
for the production of a scholarly opinion. Precedents rich in 
generalizations are especially prized, as are those in which flicker- 
ing ideas are expressed in putty words. And dicta—juridical small 
talk about questions not presented—should never be overlooked! 
While fluent judges sometimes seem to pad their opinions with 
discourses on divers interesting but irrelevant subjects,” their dicta 
are really useful because of availability as synthetic substitutes for 
authentic precedents. Of course, if the controversy involved requires 
an opinion different from that previously gratuitously expressed, 
no harm will be done, because the court can always say, “That 
was mere dictum!” 

The character of the supportive precedential material to be 
placed in any brief is dependent upon the nature and type—not 
to mention vagaries—of the judge who is supposed to read the 
brief. The general principles involved are illustrated by consider- 
ing a few types of judges not picked at random: If the judge is the 
treatise-writing type, supply him with a superabundance of cases, 
plus references to notes, annotations, law review articles, and texts 
where he can find additional cases. Cases should not be analyzed 
or collated, for that would constitute usurpation of the judge’s 
prerogatives; and infinite care must be taken not to suggest that 
for hundreds, probably thousands, of years, judges have been 





“The same phenomenon, undoubtedly, that makes the fish we catch at 
least twice as large as fish of the same size caught by somebody else. 

“If every judge were required to pay out of his own pocket the cost of 
typing, printing and distributing his opinions, it is doubtful that there would 
be any substantial decrease in the total volume of opinions. 
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writing definitive opinions—with obsolescence starting before the 
writing of the long last paragraph. If, by way of contrast, the judge 
is the overworked type,” present him with a few sentences and 
paragraphs that he can stick together with a few of his own ad- 
hesive words to create his opinion before he dashes out in search 
of needed recreation, such as eating, drinking, fishing, or golfing. 
If the judge is the juristic type, simply use discrimination in select- 
ing terse, meaty quotations—with all of the fat carefully trimmed 
away—from a few of the best reasoned cases on the subject. 

One essential ingredient of all good briefs eludes accurate de- 
nomination—craftmanship comes close, so does artistry, and even 
class or finish might do. It approximates the ingredient which sets 
apart the amazingly expensive tailored suit from the amazingly 
cheap hand-me-down. Now, while handmade buttonholes are un- 
necessary to indicate superior workmanship in a brief, some equiva- 
lent details of distinction are: all quotations compared with the 
originals, with paragraphing and omissions indicated; all cases 
thoroughly Shepardized; all references to cases and testimony 
checked for accuracy; correct citations supplied for all cases which 
in the process of quotations have been denuded of all identifying 
marks except the exasperating supra; the year of decision always 
given; the same style of citing cases used throughout the brief; all 
repetitious, useless, or obstructive material deleted. If the rules 
require printed briefs but tolerate sham printing, submit genuine 
printing—not because of the shaggy, unkempt appearance of the 
crudely imitative printing processes, but because sham printing 
processes do not permit the scrutinizing of galley or page proof,” 
with the result that errors which escape detection in the typewritten 
page appear vulgarly conspicuous in the printed page. 

Possibly a client cannot afford to pay for the time and effort 
essential to a workmanlike brief, but this much is certain: no 
lawyer can afford to present a cut-rate brief to any court! The 
shoddiness of a cut-rate brief insults the court, degrades the lawyer. 
Briefs are essential expedients of our judicial system; they are 
submitted by attorneys, not only as lawyers for litigants, but also 
as officers of the court. Just as a reputable surgeon will not perform 





* Judges are never lazy; if occasionally they have that appearance, they 
are merely exhibiting some of the atypical symptoms of overwork. 

“ Failure of a lawyer to check the galley or page proof with painstaking 
care should not be made a prison offense; two hours in stocks (if available) 
should be adequate, especially since the dereliction usually inflicts its own 
punishment. 
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any operation in a hurried, slipshod manner merely because of 
the patient’s inability to pay, a reputable lawyer will not submit 
a brief that is below his highest professional standards, regardless 
of the prospect of inadequate remuneration. In neither case is 
justifiable pride of profession the fundamental motivating force; in 
both cases the impulsion is a profound sense of obligation to 
humanity. 








Tax Problems of Doing Business 
Abroad: Some Practical 
Considerations 


RussELL BAKER* AND MARCELLUS R. MEEK** 


INTRODUCTION 


Because of increasing foreign competition, the days of simple 
exporting in terms of holding foreign markets, to say nothing of 
the expansion of existing markets or the creating of new ones, are 
definitely past. 

Any company that has, or hopes to have, any international bus- 
iness based on the manufacture and sale of goods must invest 
capital abroad in production facilities. 

This change from simple exporting to foreign manufacture 
creates several serious legal and economic problems, among them 
that of how to generate the capital needed to make the necessary 
foreign investments. What method of doing business, or what 
form of legal organization is best suited for that purpose? These 
and several related questions will be examined in this paper. 

A suitable starting point is an examination of the organiza- 
tional aspects of an international business, t.e., the selection of an 
appropriate company vehicle. The business purposes which a par- 
ticular form can serve are important from an operational as well 
as a legal standpoint. 


BusINEss PURPOSES SERVED BY SEPARATING 
DoMESTIC TRADE FROM INTERNATIONAL BUsI- 
NESS AND ESTABLISHING THE LATTER IN A 
SEPARATE COMPANY 


No doubt the most compelling reason for separating the two 
types of commerce is the desire to insulate the domestic assets 
of the enterprise from the risks and hazards of foreign business. 





* Partner, Baker, McKenzie & Hightower, Chicago, Illinois; Member, 
Illinois Bar; Member, Committee on International le Taxation (Amer- 
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Taxation of Income from Foreign Sources. 

This paper is based in part on an address offered by Mr. Baker at the 
House Counsel Institute, University of Wisconsin Law School and Extension 
Division, July 1956. 

** Member, Baker, McKenzie & Hightower, Chicago, Illinois; LL.B., 
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Greater insulation is obtained if the foreign business is carried 
on through a foreign corporation than through a Western Hemis- 
phere trade corporation. 

In some foreign jurisdictions, there is a tendency to regard a 
United States domestic corporation and its wholly-owned sub- 
sidiary as constituting one economic unit and a single jural person. 
This result is less likely if the parent and subsidiary are creatures 
of two separate and independent sovereigns. 

Furthermore, experience has shown that the international busi- 
ness of an enterprise prospers best if it is separated from the do- 
mestic business and operated as a separate unit with its separate 
personnel especially prepared and trained for the special tasks 
which international business imposes.’ 

It is possible to measure more accurately the progress (or lack 
thereof) of the international trade segment of a business if it is 
established as a separate company with its own records of account. 
This factor, tested by actual experience, has proven to be one of 
great stimulus to operating personnel.* Men and women who are 
by cultural and linguistic backgrounds, business experience and 
special scholastic preparation, especially equipped for a career in 
international business hesitate to identify themselves with enter- 
prises where domestic and foreign commerce are mixed up 


together. Foreign and domestic sales problems are quite different 
from one another. Certainly accounting and finance show varia- 
tions. Unless the international trade of a business is to be per- 
manently regarded as marginal business, manufacturing and dis- 





*See: Hoipen, Fish & SmitH, Top MANAGEMENT ORGANIZATION AND 
ControL (1916), a study of 31 leading industrial corporations by Stanford 
University Graduate School of Business (8th Ed. 1946). ‘The maintenance 
of a separate corporation to handle foreign operations appears to help in 
preserving independence and freedom from too much domestic influence by 
these departments (sales, factory, treasury, comptroller, etc.) .. .” 

*Separate accounting through a separate corporate entity was recog- 
nized as a valid business purpose or reason for dividing a business by the 
court in J. E. Dilworth Co. v. Henslee, 98 F. Supp. 957 (M. D. Tenn. 1951). 
The specific finding of fact in the decision reads: 

“It was evident to the sales manager of the Mississippi branch that un- 

der the past setup he was not receiving full credit for a great number of 

sales made as a result of his efforts. His dissatisfaction with this situation 

was communicated to the management of the company at Memphis, 

Tennessee, which determined that a more complete separation of the 

ery i operation would have the effect of clearing up this difficulty.” 
- at e 

Personnel problems of this nature are often acute in goody domestic 
trade. In an international business foreign personnel and other factors pe- 
culiar to such trade assume a major importance due to the distances in- 
volved. Perhaps the advantages of having a separate company operate the 
international business are from an accounting standpoint psychological. Even 
so they are nonetheless real as any person with practical experience can affirm. 
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tribution for the foreign market tends in the direction of special- 
ization. The problems of foreign manufacture are different from 
domestic and require personnel especially trained for their jobs. 
From the standpoint of practical convenience alone, separate cor- 
porate vehicles are not simply a choice but indeed a requirement. 

The ultimate goal, in terms of realizing the full potential of 
the foreign markets, is to manufacture abroad. Exporting from 
the United States is but the initial phase of international trade. 
It is a temporary expedient. It is desirable to plan ahead, and a 
separate legal frame is essential in such planning. 


THE FOREIGN CORPORATION Is A 
DESIRABLE VEHICLE 


In international trade, investment, and finance there have been 
times in the past and there will no doubt be periods in the future 
when it is desirable, because of war, to be able to shield the 
ownership of the foreign enterprise from direct identity with United 
States ownership.’ Nowhere in America is it possible to form a 
corporation with bearer shares. This is possible in a number of 
first-class foreign countries where the economic potential is prac- 
tically unlimited.‘ All other considerations being equal, it would 
seem that any prudent and experienced lawyer would advise his 
client to domicile the foreign trade unit in a jurisdiction where 
both nominative or bearer shares are available by choice. 

American lawyers in general are unaware of the benefits that 
accrue to a company that is organized in one of the member coun- 
tries of the Treaty on Private International Law.’ This is neither 
the time nor the occasion to discuss in detail said advantages. 
Suffice it to say that a domestic company cannot enjoy them be- 
cause the United States is not a member of that Convention, while 





*It is now revealed that European and Japanese-owned foreign invest- 
ments were preserved to their rightful owners through the use of corporations 
with bearer stock. 

* Several Latin American countries authorize bearer shares as a feature of 
their company law. Among them are: Argentina, Brazil, Uruguay, Panama, 
Costa Rica, | Amar sown and Venezuela. Several European and Ber Eastern 
countries likewise have this practice. 

*Convencion de Derecho International Privado (Codigo Bustamente) 
ant February 13, 1928, Havana, Cuba. Article 394 provides for the plea 
of Lis Pendens, i.e., if the company is sued in one country it may allege Lis 
Pendens in any subsequent jurisdiction in which it is sued on the same cause 
of action. Many difficult problems in the field of conflicts of law are settled 
in this Treaty. Articles 408 through 411 deal with pleading and proof of 
foreign law, making the process simple, clear and inexpensive. In contrast, 
consider the U.S. method. McKenzie and Sarabia, Pleading and Proof of Alien 
Law, 30 Tut. L. Rev. 353 (1956). 
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many South American countries are. The provisions of that Con- 
vention dealing with the proof of foreign law alone are quite 
sufficient to justify the domiciling of the foreign commerce 
company in one of the member countries. 

Let us approach this problem from another point of view and 
ask: What advantages, if any, are there in conducting inter- 
national trade or investment through the parent United States com- 
pany or even through a domestic subsidiary (the Western Hemis- 
phere trade corporation excepted)? Even the claim that Americans 
and American companies are loved abroad is one that the happy 
politicians in an election year cannot sustain. The fact is that 
Americans and American companies are not particularly liked 
abroad. In many parts of the world, we are positively disliked. 
Even in Canada, a community so like our own that it is difficult to 
distinguish Toronto or Ottawa from any United States city of the 
same size, a political campaign is being generated on the theme of 
the economic penetration of their natural resource industries, par- 
ticularly by Americans and American capital." 

There is, therefore, a clearly discernable advantage, both practi- 
cal and legal, in conducting foreign business through a legal 
vehicle distinct from the United States parent, domiciled in some 
neutral jurisdiction.’ 


The courts have recognized a wide variety of reasons as valid 
business purposes in dividing a business." Cases dealing with the 
separation of the export business in a separate company are not 
numerous. In this connection the case of Polak’s Frutal Works 





* Griffin, Sttenge Tribune, March 20, 1956. See also ibid., March 25th, 
describing agitation in Canada against : oe capital; and Politics—T he 
Issue Is the iS. Newswekk, March 26, 1956, p. 52 on special tax measures 
taken by Canada affecting United States ya Pol See Visao, August 3, 
1956, for an extended article under the title O Fenomeno do Anti-Americanisno 
no Brasil e na America Latina—O que Fazer a Respeito describing the antipathy 
in Latin America to Americans and American companies. 

* Gibbons, T'ax Effects of Basing International Business Abroad, 69 Harv. 
L. Rev. 1206 (1956 

*To jon Mabey, tort or otherwise: Alcorn Wholesale Co., 16 T.C. 75 
(1951); oe sponte, 19 T.C. 727 (1953); Berland’s, Inc. of South 
Bend, 16 Ine. a2 i a To gain advantages under the law of the state of 
en # as = re franchises are restricted to local corporations: Texas- 
ye ire Pi v. Commissioner, 127 F.2d 220 (10th Cir. 1942) ; Edwards 

Chile Copper Ce Co. 270 ULS. 452 (1926). To avoid the demands of creditors: 
Sheldon Building Corp. v. Commissioner, 118 F.2d 835 (7th Cir. 1941); Pay- 
mer v. Gavin.’ 150 F.2d 334 (2d Cir. bg 22 To comply with the de- 
mands of creditors: Palcar Real ay Co. v. Commissioner, 131 F.2d 210 
(8th Cir. 1942); Alcorn Wholesale pany, 16 T.C. 75 (1951); Moline 
Properties v. Commissioner, 319 U.S. Se (1943). To eliminate ap rejudice 
against absentee ownership: Alcorn hana Sin 16 aa 75 (1951). To 
comply with the demands of local service: onal Carbide Corp. v. Com- 
missioner, 167 F.2d 304 (2d Cir. 1948), ord 36 Ul US. 422 (1949). To serve 
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should be noticed.’ In that case, the export business of a domestic 
corporation was first transferred to a partnership composed of 
people related to the shareholders of the company. Later the 
partnership was incorporated. The Commissioner sought to dis- 
regard the partnership and the newly formed corporation as tax 
entities and to tax the income to the parent under the authority 
of section 22 (a)” (section 61 (a) of the 1954 Code) or in the alterna- 
tive to reallocate the subsidiaries’ income to the parent under 
section 45. 

The opinion contains an interesting comment to the effect that 
the business judgment of the directors of an enterprise, as to the 
desirability of operating the international business through a sub- 
sidiary is worthy of primary consideration.” Finally, it is the direc- 
tors of a corporation to whom the shareholders have committed 
the safe conduct of the business, and, since the Commissioner has 
no responsibility for the running of a taxpayer’s business, his inter- 
ference should be at a minimum. 

The business purposes which management in the Frutal case 
sought to implement by operating the foreign business through a 
subsidiary were: increase volume of sales, free the business from 
wartime controls as much as possible, and give an equity interest 
to the younger members. 

This case cites and follows the John Junker Spencer case," the 
Chelsea Products case,” and many others. However, it is pointed 
out that each case must be decided on its own facts.“ 





the creators’ personal or undisclosed convenience: Watson v. Commissioner, 
ie a 437. (2d Cir. 1942); Salmon v. Commissioner, 126 F.2d 203 (2d 
ir. 


*21 tc. 953 (1954). 

* Section 61(a) defines gross income. Cases where that section is in- 
voked for the purpose of taxing the income to the parent as in the Polak’s 
Frutal Works case are in reality cases where the ‘fundamental concept of 
taxation, that income is taxable to him who earns it” is applicable. R. O. H. 
Hill, Inc., 9 T.C. 153 (1947). The income of the subsidiary could not in any 
contingency be taxed to the parent except upon the theory that said income 
in fact was earned by the parent. One man’s tax cannot be measured by an- 
other man’s income within the limits of our constitutional scheme. Harper v. 
Tax Commission, 284 U.S. 206 (1931). 

" “Suffice it to say that the export business which had shortly before been 
transferred from N.V. to Frutal was removed from the latter to be carried on 
as a separate enterprise by Export and later, Export, Inc. for what appeared to 
Frutal’s directors at that time to be sound and sufficient business reasons.” 
Polak's Frutal Works, 21 T.C. 953, 973 (1954). 

"19 T.C. 727 (1953). 

*16 T.C. 840 (1951). 

““Fach case must be decided on its own facts. The facts and principles 
in the instant case are more nearly analogous to those in the Chelsea case, 
supra, and on the authority thereof we hold that the respective incomes of 
Export and Export, Inc., may not be attributed to Frutal for any of the years 
involved.” Polak’s Frutal Works, 21 T.C. 953, 974 (1954). 
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Assuming that the thesis—that the international business should 
be separated from the domestic trade and that a foreign corpora- 
tion is an appropriate operational vehicle is correct, let us now turn 
from the organizational to the transactional area and notice some 
of the problems that may arise if a business is so organized. 


BusINEss OBJECTIVES SERVED IN 
RETAINING OWNERSHIP OF GOODS UNTIL 
SHIPMENT REACHES DESTINATION 


Where the business of the foreign trade subsidiary, whether it 
be a Western Hemisphere Trade Corporation,” a China Trade 
Corporation,” a domestic corporation 80 percent of whose gross 
income is from sources within a possession of the United States” 
or a foreign corporation, is the sale of personal property acquired 
in the United States, the taxpayer must decide where the sale is to 
be made. The sale can be consummated in the United States or 
the seller can retain ownership until the goods are delivered. 

The Commissioner may contend that the provision for the re- 
tention of ownership of the goods by the seller until they arrive 
at their destination, even though said provision appears in the 
contract of sale as the result of a bona fide agreement between 
parties who are unrelated and whose economic interests are 
hostile, is placed there as the result of an arrangement, the primary 
purpose of which is to avoid United States tax. He may invoke 
General Counsel’s Memorandum 25131. 

Such a position is as unsound as it is extreme. There are multi- 
ple business reasons which impel the seller to retain ownership of 
the goods just as long as possible. There is an even greater number 
of reasons why sales on a delivered basis are desirable from the 
purchaser’s standpoint. Let us examine a few of each. 

In this connection, one page from the book of experience is 
worth a volume of argument, logic or mere assertion. What does 
actual operating experience show? The following is an actual 
occurrence. 

Company X in Chicago has for many years, since 1940 to be 
exact, sold merchandise to Company Y of Cairo, Egypt. The two 
companies are unrelated financially or otherwise. 

Company X has a world wide business with seven branches, 





* Int. Rev. Cope or i954, § 921. 
* China Trade Act, Int. Rev. Cope or 1954, § 941. 
* Int. Rev. Cope or 1954, § 931. 
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twenty-two subsidiaries and many direct territories where distri- 
bution is effected through independent parties. 

As a matter of company policy all merchandise is offered for 
sale on a delivered basis “ex ship’s tackle port of entry customers 
country no arrival no sale”. Price is figured at port of exit. 
Company Y in Cairo has always purchased on those terms. The 
president of Company Y, because of political troubles in Egypt, 
came to the United States in the month of July 1956 for the ex- 
press purpose of requiring all of his suppliers to sell his company 
on the exact terms offered by Company X. Why? 

If Colonel Nasser and his Government seize Company Y and 
its assets, at least the goods that are in the pipeline, valued at 
one hundred thousand dollars, will be saved. If they are in transit 
and have not been discharged from the ship in Cairo, they belong 
to Company X, not Company Y. Company X as owner controls the 
shipment, and at any time up to the moment the goods actually 
touch the wharf and are released from the ship’s tackle, it may 
order the Master to keep them aboard, bring them home or dis- 
charge them in some other port. The retention of title in this case 
served a business purpose of both the purchaser and the seller.”* 
Credit considerations alone require that the seller hold on to 
the goods just as long as possible. In the case of this particular 
seller, in the past, even during the wars, the sales were generally 
on an open account basis. In other periods, letters of credit were 
used. Throughout the entire period, the same terms of sale were 
in effect simply because from a strictly businéss point of view, 
that was the best way of conducting the transaction. 

In another case gleaned from a page in the book of experience, 
a substantial shipment of goods was aboard vessel en route to 
Colombia. Before the ship made port, the seller received word 
that the purchaser’s affairs were in the hands of a trustee in 
bankruptcy. The terms of sale by virtue of an express provision 
in the contract were those of Company X in the preceding example. 
The seller ordered the Master of the vessel to off-load the goods 
at an intermediate port. In the legal contest with the trustee, the 
seller on the basis of the express terms of the sales agreement pre- 
vailed, and incidentally saved eighty thousand dollars. 

During World War II our government, as part of its economic 





“a At this writing. Dec. 27, 1956, Col. Nasser had indeed seized the 
company and expelled its owner. Two shipments totaling some $50,000 were 
off loaded in Bierut. The capital represented by these shipments is, at this 
point at least, all that the entrepeneur has at his disposal to start a new 
commercial life. 
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warfare, desired to prevent American goods from reaching un- 
desirable aliens. For that purpose it supplied United States 
manufacturers and shippers with a black list. If an exporter 
allowed goods to reach a black-listed firm, that fact, if repeated, 
could affect the availability of export licenses. Consequently, it 
was important to be able to control goods until the last possible 
moment. Firms that sold goods on a delivered basis like the X 
company above, were better situated in the matter of diverting 
shipment in transit when a customer’s name appeared on the 
black list after the departure of the vessel. 

Many countries have laws which require their residents to in- 
sure goods which they import in local insurance companies. The 
rates are very high, the coverage narrow, and the solvency of the 
carriers often questionable. If the seller remains the owner of the 
goods until the shipment reaches destination, he has an insurable 
interest, and since the American seller is usually a large purchaser 
of coverage, the rates are less and the coverage much broader. 

Furthermore, if the purchaser is the owner of the goods at the 
port of exit he may be forced by local law to insure in a local 
company. In case of loss or damage he will get paid in local cur- 
rency. In that case, even after he gets his money, he must start all 
over again to get an import license and dollars from the Exchange 
Control to repurchase the goods. While if the seller insures, he 
simply replaces the goods if they are lost. The loss is payable to 
the seller in dollars. 

Many United States firms engaged in international commerce 
have signed contracts with various Conferences of Ocean Carriers. 
Unless the buyer is a party to such contracts, he is not entitled to 
the Conference rate; thus it works to his benefit if the seller is 
the owner during the ocean voyage. 

In many foreign countries, economic activities within the coun- 
try create local income tax liabilities. Consequently, in an inter- 
national business, it is desirable to create income tax liability to 
one country only on the income arising from the sale. It is there- 
fore desirable that the sale be made abroad where the income 
generating activities take place. If the sales are made in the 
United States and economic activities take place abroad, there is 
danger of being taxed in both places. Hence the decision to sell 
on a delivered basis.” 


*If the sales are made in the United States, the income is derived from 
sources within the United States and the income tax is due. If the same tran- 
saction is taxed abroad, foreign tax credit will be denied on the pound that 
there was no foreign source income. See James H. Brace, 11 
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Prior to World War I, a great portion of the goods which moved 
in international commerce were sold on a delivered basis. But, 
the seller’s market created by the wars made it possible to impose 
onerous terms on the buyer. The buyer could at that time be re- 
quired to pay cash in advance for goods, sight unseen, to take 
ownership of the goods at the United States port of exit, and 
assume all the risks which submarine warfare imposed on ocean 
traffic. These conditions are responsible for the rapid rise of the 
Bankers Commercial Letter of Credit. Those days are gone. Ex- 
tended credit is now a competitive weapon. Since it is, there is 
real seller protection in retaining ownership just as long as 
possible. 

These are general business reasons for selling on a delivered 
basis. There are others. In particular cases other special reasons 
make it desirable to sell on a delivered basis as a matter of 
company policy. The most cogent reason for so doing is customer 
preference. 

The law would indeed present an anomaly if a revenue agent, 
who probably has never sold a pound of goods in international 
trade, has the power to tell the taxpayer that his business decision 
to sell on a delivered basis is all wrong. That instead, he must 
offer his goods and make his sales f.o.b. United States port of exit. 


FOREIGN ECONOMIC POLICY AND THE 
TAXATION OF FOREIGN SOURCE INCOME 


The present administration has postulated its foreign economic 
policy in terms of greatly increased private United States investment 
abroad.” It has on successive occasions through President Eisen- 
hower, requested Congress to overhaul our tax, customs, tariff 
and other laws so as to implement that policy.” So far nothing has 
been accomplished in the direction of carrying out the President’s 





Mem. 906 (1952) on the question of whether there must be foreign income 
reported on the United States return before the foreign tax applicable can be 


* President Eisenhower in his A wana 10, 1955 message to Congress on 
the —_, States foreign, policy, sat j 
ITED STA INVESTMENT ABROAD 
The whole free world needs capital; America is its largest source. In 
that light, the flow of capital abroad from our country must be stim- 
ulated and in such a manner that it results in investment largely by 
individuals or private enterprises rather than by government. 
“An increased flow of United States private investment funds abroad, 
especially to the underdeveloped areas, could contribute much to the 
expansion of two-way international trade. The page ype on coun- 
tries would thus be enabled more easily to acquire the capital equip- 
ment so badly needed by them to achieve sound economic growth and 
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recommendations in terms of necessary change in the income tax 
law. Some improvement has been obtained in other areas, notably 
customs simplification.” 

Many publicly appointed commissions as well as private organ- 
izations have been charged with the study of the problems of 
United States foreign private investment. With very few excep- 
tions, they all agree that the United States method of taxing foreign 
source income acts as a massive brake on the flow of private United 
States capital abroad.* 

Because our tax law requires domestic companies to make a tax 
settlement each twelve months and to pay over in taxes 52 per cent 
of each year’s profits, even though the profits are locked up in 
investment abroad, the principal source of investment capital (the 
plowback of earnings) is to a large extent dried up.” 





higher living standards. This would do much to offset the false but 

alluring promises of the Communists. 

“To facilitate the investment of capital abroad I recommend enactment 

of legislation providing for taxation of business income from foreign 

pore er or branches at a rate fourteen percentage points lower 
than the corporate rate on domestic income, and a deferral of tax on 
income of foreign branches until it is removed from the country where 

it is earned.” 1 U.S. Code Cong. & Ad. News 849, 851 (1955). 

In his message to Congress of March 1954 the President used substantially 
the same language as quoted above. 1 U.S. Code Cong. & Ad. News 1648, 
1651 (1954). 
P (1950) Gray, REPORT TO THE PRESIDENT ON ForREIGN ECONOMIC POLICIES 
1 (1 : 

“Private investment is the most desirable method of development and 

normally carries with it technological and administrative skills which 

are an essential ingredient for effectiveness.” 
U.S. CounciL OF THE INTERNATIONAL CHAMBER OF COMMERCE, INTELLI- 
GENT INTERNATIONAL INVESTMENT 3 (1949): 

“This flow of capital investment crossing borders of nations with the 

benefits of high living standards and increased economic security is a 

keynote to peace and freedom.” 

NATIONAL ForeiGN TRADE Councit INc., REPORT OF THE THIRTY-EIGHTH 
NATIONAL ForeEIGN TRADE CoNvENTION, P. XII (1952): 
“The first objective of our foreign economic policy must be the mainte- 
nance and increase of Americas economic potential. The convention 
holds that this potential can be fully realized and our liberties preserved 
only if our government in the formulation and application of its foreign 
economic policy puts its chief reliance upon the resources, skills, and 
techniques of private enterprise [In investment made abroad].” 
* Customs Simplification Act of 1954, 68 Srar. 1136, 19 U.S.C. § 1332 
(Supp. III 1956). 

Staff Papers, Commission on Foreign Economic Policy 98 (1954) (Ran- 
dall Commission) state the case this way: “It is generally agreed that tax 
measures are the most powerful of the incentives being discussed for the en- 
couragement of private investment abroad.” 

*Paut, TAXATION IN THE Unitep States 650 (1954): 

“It is fortunate that the constitution does not deny to Congress the 

right to use the instrumentality of taxes for purposes beyond the rev- 

enue. With rates at present levels, it would be nothing short of madness 
to impose taxes for revenue only and with blind disregard for their 
social and economic consequences, . . . some taxes diminish spending 
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The problem is to determine whether and to what extent Amer- 
ican businesses can modify the rigors of a domestic tax law which 
was enacted to meet operating conditions vastly different from 
those that obtain today.” 


There are two principal possibilities, through the choice of 
company vehicle, of improving what is otherwise a dismal situation 
in terms of the objectives of our foreign economic policy and the 
necessity which faces private business of generating capital for 
foreign investment. These possibilities must be studied with a view 
of reaching a relatively equal competitive situation with com- 
panies formed under the laws of such capital exporting countries 
as Canada, the United Kingdom, other Commonwealth countries, 
the Netherlands and many others. The laws of these countries 
are such that earnings from foreign sources, if taxed at all, are 
taxed only when the earnings are brought home. 

The Western Hemisphere Trade Corporation Act of 1942” rep- 
resents a small break in the tax clouds. The earnings of such a 
company are classified for rate of tax purposes at 38 per cent” in- 
stead of 52 per cent. Even such a company, although authorized 





power upon which the economy depends; other taxes reduce savings 
which are essential to provide investment funds for the expansion of 
the economy.” [Emphasis added.] 

See Surrey, Current Issues in the Taxation of Corporate Foreign Invest- 
ment, 56 Corum. L. Rev. 815 (1956) for an argument that foreign source in- 
come should be taxed as though it were earned within the protection of United 
States proper. This argument ignores such factors as inflation, frozen funds, 
devaluation, revolutions and confiscations in foreign countries which can de- 
stroy an investment in a business. 

In Chile, with the cost of living index at 100 as of March 1938, it reached 
the astronomical figure of 9740 by August 1956, and is still going. First Na- 
tional City Bank of New York Foreign Information Service, October, 1956. 

If a dollar earned in Illinois should be taxed the same as a dollar earned 
in France, then should the rich man’s dollar be taxed at the same rate as 
the poor man’s? 

* Section 862 of the 1954 Code, which defines income in terms of its 
source, within or without the United States came into the law as § 217(e) of 
the 1921 Revenue Act, 42 Stat. 227, 244 (1921). Of course our present for- 
eign policy objectives did not then exist. The objective of § 217 (e) of the 
1921 Act was to tax aliens, particularly foreign corporations, who purchased 
or manufactured goods abroad and sold them in the United States, or aliens 
who manufactured or purchased goods in the United States and sold them 
abroad. Said section and its successors were never intended to apply to do- 
mestic corporations, particularly Western Hemisphere trade corporations. 
See 61 Conc. Rec. 6735 (1921) for discussion of purpose. 

a 56 Strat. 838 (1942), 26 U.S.C.A. § 921 (1955). 

* This rate applies to income in excess of $25,000. On income less than 
that amount the rate is 30%. See Dean, The Current Importance of Western 
Hemisphere Trade Corporations, N.Y.U. 10TH Inst. on Fep. Tax. 489 (1952); 
and Pratesi, Western Hemisphere Trade Corporations, 5 AMERICAN UNIVERSITY 
Tax Lecture Series 527 (1953). 
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by positive Act of Congress, must walk a very fine tax wire if its 
income arises from exporting. If it purchases goods in the United 
States from its manufacturing parent, or elsewhere, it must make 
its sales outside the United States. The legal tests which determine 
where the sale is made will be examined in detail presently.” 

The second possibility is the use of a foreign corporation” as a 
vehicle of international trade.” Such companies pay United States 
income tax only on that portion of their income derived from 
United States sources.” 

Except for an important change made by the Revenue Act of 
1921,” the tax status of foreign corporations has remained un- 
changed since 1913. 

The long range objective in the use of either a Western Hemis- 
phere trade corporation or a foreign corporation is the establish- 
ment and operation of a business enterprise abroad, operating 
permanent production facilities and merchandising the products 





* See generally, Baker and Hightower, Western Hemisphere Trade Cor- 
poration: a Problem in the Law of Sales, 22 Tut. L. Rev. 229 (1947); Baker 
and Sarabia, The Function of Tax Incentives in International Trade, 26 Tut. 
L. Rev. 405 (1952); Baker, Manual on the Organization and Operation of a 
Western Hemisphere Trade Corporation, NotrE DAME Wortp Trape Con- 
FERENCE Papers (1953); Rapp, Western Hemisphere Corporations, N.Y.U. 
7TH Inst. ON Fep. Tax 1405 fi949). 

*™ The business reasons for operating abroad through a foreign corpora- 
tion are detailed at pages 77 to 80 inclusive. 


* Gibbons, Tax Effects of Basing International Business Abroad, 69 Harv. 
L. Rev. 1206 (1956); Rado, Foreign Corporation: Its Role in the Taxation of 
Income from International Trade, 10 Tax L. Rev. 307 (1955); Baker, Federal 
Taxation of Income From Foreign Sources, 8 Tax Executive (Jan. 1956); 
Garner, Tax Aspects of Doing Business Outside the United States, N.Y.U. 
14TH Inst. ON Fep. Tax. 1375" (1956). 


* There are two classes of foreign corporations: (1) those engaged in 
trade or business in the United States and (2) those not engaged in trade or 
business in the United States. A foreign corporation engaged in trade or 
business in the United States pays United States income tax at the rate of 
52% only on that part of its income which is derived from sources within the 
United States. Int. Rev. Cope or 1954, § 862. A foreign corporation not 
engaged in trade or business in the United States pays United States income 
tax at the rate of 30% which is withheld at the source on that part of its 
income that is received from sources within the United States as interest 
(except interest on bank deposits), dividends, rents, salaries, wages, premiums. 
or other fixed or determinable annual or periodic gains, profits and income 
from the sale of timber, iron, and coal which are under § 631 (b) and (c) 
considered a sale of a capital asset. INT. Rev. Cope or 1954, § 881. 


*From 1913 to 1921 a foreign corporation engaged in manufacturing in 
the United States and the sale of the products abead paid no United States 
tax at all on the resulting income. The allocation provisions of § 863(b), Int. 
Rev. Cope or 1954, came into the law as § 217(e) of the Revenue Act of 1921, 
42 Stat. 227, 244 (1921). 





January] DOING BUSINESS ABROAD 87 


thereof.” Incidental to the main objective is the purchase of goods 
in the United States or elsewhere from its manufacturing parent. 
other manufacturing subsidies or third parties, and the sale thereot 
in international trade. 


It is the legal problems related to the incidental objective that 
we wish to examine at this time. 


If a foreign corporation which is engaged in trade or business 
in the United States, purchases personal property in the United 
States and sells the same abroad, the test to be applied to determine 
whether the resulting income is taxable in the United States is to 
find out where the sale is made. If the sale is made outside the 
United States then the income is not subject to United States tax.” 
If the sale is made within the United States then the income is 
taxable here.” This is the same test which a Western Hemisphere 
trade corporation must meet to qualify its income for the 38 per 
cent tax rate. 


The methods of doing business necessarily followed by a foreign 
corporation and a Western Hemisphere trade corporation engaged 





See BARLOW & WENDER, ForREIGN INVESTMENT AND TAXATION 317 (1955). 
where it is said, 


“Most foreign investment, at least in the manufacturing field, is made 
by companies that have previously exported to the particular country 
in which they invest. Sometimes a company decides to invest in a 
country after it has developed the market or its products through export 
because it is possible to lower the cost or broaden the market by manu- 
facture in that country. Other times a company invests because regula- 
tions and restrictions imposed by foreign governments make continued 
export no longer possible. In such cases, companies invest in order to 
retain their market in a country. Since investment tends to follow 
export, foreign investment will be stimulated by a proposal which per- 
mits companies to utilize their export profits for foreign investment 
without United States tax.” 


*Int. Rev. Conve oF 1954, §§ 861(a) (6), oe? (a) (6); East Coast Oil 
Co., S.A., 31 B.T.A. 558 (1934), aff'd, 85 F.2d 322 (5th Cir. 1936). 


*See the recent case United States v. Balanovski, 236 F.2d 298 (2d Cir. 
1956) wherein the District Court (131 F. Supp. 898 (S.D. N.Y. 1955)) was 
reversed on the issue of whether an Argentine partnership was engaged in 
a trade or business in the United States so as to render it taxable here on 
income derived from the purchase and sale of personal property within the 
United States. The Balanovski decision re-asserts the passage of title doctrine 
as the applicable test in determining, in the case of international sales of goods, 
whether or not the resulting income is taxable in the United States. In that 
case since it was determined that the foreign partnership was engaged in a 
trade or business in the United States and that the sales of the merchandise 
took = in New York (i.e. title passed from the partnership to the ulti- 
mate entine purchaser in New York) that the resulting profits were fully 
taxable here. See also Rosperts & WARREN, CuRRENT PROBLEMS IN FEDERAL 
TAXATION OF NON-RESIDENT ALIENS AND ForeIGN Corporations 64 (1953); 
and Puitups, U.S. TAXATION OF ForeiGN Entries 100 (1952). 
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in the sale abroad of goods acquired in the United States, are sub- 
stantially the same.” 

The controversy which appears to be building up with reference 
to the Commissioner’s position on the tests which he will apply 
in determining whether the income of a Western Hemisphere trade 
corporation or of a foreign corporation is from domestic or from 
foreign sources is of high current interest. 

It must be stated at the outset that the treatment of the subject 
by the Commissioner has tended to confuse the real issues by 
failure to recognize that there are two distinct problems involved: 
the organizational problems, of which the concept of a separate 
corporate entity is the focal point; and the transactional area in 
which the passage of title doctrine is the primary factor.” The 
cases, while perhaps uniform in principle, cover a variety of factual 
situations and are further obscured by interpretations of the 
Treasury Department which may be colored by the unfounded 
fear of losing revenue.” 

The pattern of trade of a Western Hemisphere trade corporation 
or a foreign corporation engaged in merchandising the manufac- 
turing parent’s products generally takes the form of a purchase by 
the subsidiary of the merchandise from its parent at its plant. The 
goods are then shipped to a port of exit in the United States, put 
on an ocean carrier, consigned to the subsidiary in the foreign 
port of entry of the country where the customer is located. The 
ocean bill of lading is usually an “order bill’. It is delivered to 
the shipper by the carrier. The shipper then sends the documents 
abroad to be endorsed by its agent or employee and delivered to 
the customer. The relationship between the seller and its overseas 
customer is usually covered in a written contract in which the in- 
tention of the parties is stated to the effect that the seller shall 





“If a Western Hemisphere trade corporation fails to qualify its income 
as having been derived from foreign sources it will be taxed at the 52% 
rate applicable to domestic corporations. Dividends paid by it to its manu- 
facturing parent will be subject to dividends received credit. INT. REv. CopE oF 
1954, § 243. If a foreign corporation fails to qualify its income as having 
been derived from foreign sources it likewise will be taxed at the 52% rate 
if it is engaged in business in the United States. If it meets the tests of § 245 
of the 1954 Code, dividends which it pays to its parent domestic corporation 
are subject to dividends received credit provided for in § 243. 

* These problems are more fully discussed infra, at 100. 

* Current Department of Commerce statistics indicate that increased 
activity abroad of American interests even increases current revenue rather 
than the reverse. The year 1955 set a new annual record on returns of 
American private investments abroad. The NEw York JOURNAL OF COMMERCE, 
August 23, 1956 rere “A breakdown of total earnings for the year shows 
that investments of U.S. firms in foreign branches and subsidiaries brought 
home $2.8 billion, nearly half a billion more than in 1954.” 
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remain the owner of the goods, that they shall travel at his risk, 
that he shall have control over the shipment until the vessel carry- 
ing the goods reaches the foreign port of entry. The agreement 
between the buyer and seller is that the goods are sold on a de- 
livered basis, “‘no arrival, no sale”, port of entry in the buyer's 
country. 

This statement of how a Western Hemisphere trade corporation 
or a foreign corporation operates covers only the incidental phase 
of their business referred to on page 87. The principal business 
may consist of an on the ground operation in one or more foreign 
countries, ranging from sales activities to full scale manufacture.” 
Our interest at this point, however, as we have said, is centered 
on the incidental or exporting phase of the business. 

The legal issues that are present in determining whether a sale 
is made within or without the United States seem, after a careful 
study of the case law, to be about as completely settled as any 
other legal issues of the dynamic subject of taxation. A case by 
case basis is the way the law is made under the statutory scheme.” 
The fact that the subject matter cuts across several fields of law, 
is something of an unsettling influence however.” 

Up to this point we have examined several related items. Our 
first preoccupation was with the organizational pattern of an inter- 
national business. We have considered the various factors which 
make it desirable to operate the foreign business through a com- 
pany vehicle separate from the domestic manufacturing parent. 
The clear indications are, judged from practical business factors 





* United States owned foreign manufacturing operations almost always 
start with a simple export business. A market must be established before a 
rudent person will make an investment in foreign production facilities. 
ence, the importance of exporting not only to our domestic economy but 
to the objectives of our foreign economic policy as well. See Bartow, 
MANAGEMENT OF ForEIGN MANUFACTURING SuBsIDIARIES 56 (1953). Manu- 
facturing adds to the wealth of the host country. Only a small percentage of 
total sales leave the oy | as profits if and when they are withdrawn as 
dividends. The fact is that American owned foreign business follows a strong 
pattern of reinvestment of earnings. Over 60% of the annual foreign source 
earnings are reinvested abroad and thus continue at risk. Dept. oF STATE, Os- 
JEcTIVES OF U.S. Foreicn Pouicy in Latin America 30 (Pub. No. 6131 1955). 
_  ™Paut, TAXATION IN THE UNITED States 656 (1954) expresses it this 
way: “Congress has the first word in that process. But the courts have the 
last word.” 

* Tax law must look to the law of sales to determine when and where a 
sale has been made. The American Law Institute draft of 1954 Code said, “The 
law of ocean carriage and carriage of goods by air likewise influence the ulti- 
mate result to the extent that control over shipments by the shipper are sig- 
nificant.” If place of negotiations, contract or payment becomes an issue then 
the commercial law of at least two countries may be involved. Place of pay- 
ment and place of contract, like place and time of the passage of title, is 
consensual. 
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alone, that a foreign corporation is the most desirable company 
form for this particular job. 

We have considered the transactional area of the operating sub- 
sidiary to discover business reasons for selling the goods on a 
delivered basis. 

The overtone of foreign economic policy has been touched on 
as have the United States’ method of taxing foreign source income 
with its clear tendency to frustrate the first named objectives.”* 

We must now examine in rather minute detail the principal 
United States tax problems that rise to challenge the American 
businessman if he has or should in the future adopt the opera- 
tional patterns referred to earlier. 

The principal area of conflict resides in the apparent desire of 
the Treasury, through a Departmental Ruling of its own confec- 
tion, to work a modification of the passage of title doctrine as 
established by the court decisions. This threat has been passive 
since 1947 when General Counsel’s Memorandum 25131 was 
issued.“ It has become active during the year in course because 
of an instruction emaninating from the national office to revenue 
agents directing them to apply the exception to the passage of title 
doctrine as set forth in G.C.M. 25131 to Western Hemisphere 
trade corporations and foreign corporations (in proper cases to 
be sure)” where the income is derived from the purchase of mer- 
chandise in the United States and its sale abroad. 

How discriminating the agents will be in carrying out the in- 
struction remains to be seen. 


BACKGROUND OF THE PASSAGE OF TITLE 
TEsT 


From 1913 to 1930, a period of 17 years, the Treasury applied 
the passage of title doctrine in determining whether income arising 





"aln explaining the importance of encouraging ~" poaeeinn United 
i 


States investment abroad as a substitute for United States philanthropy, Harold 
Stassen told Congress during the 1954 hearings on I.C.A. a priations: 
“Every dollar of U.S. private funds invested abroad takes the place of 
dollars of government grants and gets the same results.” Backstopping Industry 
Abroad, CHemicat & EncINEERING News, Dec. 10, 1956. 
“G.C.M. 25131, 1947-2 Cum. Butt. 85. 
“The October 27, 1956 issue of CHEMICAL WEEK carried this comment: 
“If you conduct legitimate overseas business operations, don’t worry 
about last week’s press reports of a tax ‘crackdown’ by the Treasury 
Dept. on such activities. It just isn’t so, de ent officials insist. The 
Treasury back in March, sent a confidential circular to its agents telling 
them that some firms were trying to avoid U.S. taxes by claiming that 
business operations were carried out abroad when they were actually 
— in the U.S. It’s such people who will find treasury agents 
on ir y 
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from the purchase of personal property within the United States 
and its sale without was derived from sources within the United 
States or from sources outside this country. During that period 
on four separate occasions the Treasury by Rulings expressly enun- 
ciated the passage of title test as the exclusive means of determining 
source of income in international sales transactions.“ In addition, 
the Commissioner acquiesced in R. J. Dorn,* a case which expressly 
held the passage of title to be controlling. 

During this same period, the Board of Tax Appeals decided at 
least three cases which recognized the passage of title doctrine.“ 

In 1930, the Treasury shifted its official stance and thereafter 
took the position that a sale is made at the time and at the place 
the contract of sale is signed. 

The change of position by the Treasury was inspired by a mis- 
reading and a misunderstanding of the decision of the Supreme 
Court in the case of Compania General de Tabacos de Filippines 
v. Collector of Int. Rev.“ G.C.M. 8594" was issued as the result 
of a mistaken interpretation of what the Supreme Court held in 
the Compania General de Tabacos case. The Treasury admitted 
its mistake seventeen years later by revoking G.C.M. 8594." 

The Compania General de Tabacos case dealt with the income 
tax liability of a Philippine branch of a Spanish company under 
Philippine income tax law.” The income in question arose out 
of the purchase of goods in the Philippines and their sale in the 
United States. The United States agent of the company had 
authority to negotiate business but the sale was subject to con- 
firmation and absolute control as to price and all other terms 
thereof by the seller at its office in Manila. It was the contention 
of the Philippine Collector that the sale did not take place until 
confirmation of the negotiations and sales price,” that this final 





*O.D. 1100, 5 Cum. Butt. 118 (1921); LT. 1569, II-1 Cum. Butt. 126 
Ger: Sh 508). III-2 Cum. Butt. 164 (1924); G.C.M. 2467, VII-2 Cum. 
ULL. 
“12 B.T.A. 1102 (1928), acq., VIII-1 Cum. Butt. 13 (1929). This case 
is cited in Compania General de Tabacos v. Collector of Internal Revenue, 
279 U.S. 306 (1929); Brookfield Linen Te 15 B.T.A. 168 (1929) and 
Sumitono Bank, Ltd., 19 B.T.A. 480 (1930 
“Richard L. Birkin, 5 B.T.A. 402 (1 26) ; Noma y Ki-Ito Kwaisha, 
Ltd., 3 B.T.A. 1248 (1927); Tootal Broadhurst Lee Co., 9 B.T.A. 321 (1927). 
“G.C.M. 8594, IX-2 Cum. Butt. 354 (1930). 
«279 ULS. 306 we 


“See note 45 supr. 
“G.C.M. 25131, 1947-2 Cum. Butt. 85. 
* Philippine Income a Law 1919, § 10, Act 2833, 14 Pus. Laws P.I. 
221 (1919), as amended by Act 2926, 15 Pus. Laws P.I. 260 (1920). 
"The case was tried. on a written stipulation of facts: it was poorly 
drawn. The factual situation disclosed in the stipulation was meager. 
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act took place in the Philippines, and therefore the sale took 
place there and was taxable there. The taxpayer, on the other 
hand, contended that the sale took place in the United States. The 
conclusion of the Supreme Court was that as soon as the trans- 
action was confirmed in Manila, the sale was made, but not before. 
At the time the confirmation was given, the merchandise was in 
the United States. That fact was held to be without significance 
in determining where the sale was made and when and where 
the income arose.” 

The Compania General de Tabacos case actually expresses and 
follows the passage of title doctrine. The Treasury finally came 
to this realization after fourteen years of unsuccessful litigation in 
trying to establish a source of income test of its own as announced 
in a Departmental Ruling G.C.M. 8594." 

In 1934 the Board of Tax Appeals decided the case of East 
Coast Oil Co., S.A." In assessing the tax against the taxpayer, the 
Commissioner relied on G.C.M. 8594. The facts in that case are 
very important and are worth examining in detail. 

The taxpayer was a Mexican corporation which had its head- 
quarters at Tampico. It was a wholly owned subsidiary of the 
Southern Pacific Railway Company, a Kentucky corporation. 

The tax years involved in this suit were 1919, 1920 and 1921, in 
which the excess profits tax was in force in the United States, and 
in which Mexico had no income tax. Putting these two facts to- 
gether, it is not difficult to see in what kind of tax planning East 
Coast Oil Company, S.A. was engaged. 

The taxpayer Mexican corporation was in the business of pro- 
ducing oil and selling it. It also purchased oil. About 90 per cent 
of the taxpayer’s sales were to its parent or to domestic subsidiaries 
of the parent, all of whom were located in the United States. 

The officers and directors of the Mexican company were, in 
general, officers and directors of other Southern Pacific subsidiaries, 
and resided in the United States, as did its directors. There was a 
resident manager in Mexico. The corporation kept two sets of 





™ Maintenance of a stock of goods outside the United States from which 
foreign deliveries are made does not necessarily determine that the income 
will not be taxed in the United States. See discussion of separate corporate 
entity, pages 100 ef seq. 

"In most of the reported cases cited infra note 57, the Commissioner 
tried to enforce the place of contract test set up in G.C.M. 8594, supra note 45. 
No doubt there were in the seventeen year interval, 1930 to 1947, many tax- 
payers who paid United States income tax on income not properly ascribable 
to United States sources. It seems that the only ones to escape that fate 
were those hardy taxpayers who litigated the question. 

* 31 B.T.A. 558 (1934). 








a 
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books; an official set was kept in Mexico but a duplicate was kept 
at Houston, Texas. 

The contracts under which the taxpayer’s oil was sold to the 
Southern Pacific and its domestic subsidiaries were negotiated, pre- 
pared and signed by the seller and the buyer in Houston. The 
invoicing for oil sold was done in Houston. The money was col- 
lected in the United States and was deposited in a bank account 
in Houston in the name of the Mexican company. The Mexican 
company had no sales force at all, because they did not need one.” 

The taxpayer had extensive activities in Mexico and had about 
four hundred people on its payroll in Mexico. It had no payroll 
in the United States. The salaries of its officers who were located 
in the United States were pro-rated among the various Southern 
Pacific companies for whom they did work. 

In this case the Commissioner of Internal Revenue, relying upon 
the erroneous departmental ruling G.C.M. 8594 and a misinter- 
pretation of the Compania General de Tabacos case, took the 
position that since the contracts of sale were negotiated in the 
United States and were signed here, the resulting income was 
derived from sources within the United States. 

The taxpayer, on the other hand, relied on the fact that the 
sales of oil were made f.o.b. Tampico. It claimed and proved 
that it ceased to be the owner of the oil at Tampico at the time 
the oil was placed on the carrier. The Board of Tax Appeals 
adopted the taxpayer’s view. The Circuit Court of Appeals for 
the Fifth Circuit affirmed,” and the Supreme Court denied 
certiorari.” 

Notwithstanding this setback, the Treasury continued its efforts 
to enforce G.C.M. 8594 for thirteen more years. During the thir- 
teen year interval from 1934, when the East Coast Oil case was de- 
cided, to 1947, when the Treasury again changed its position by 
revoking G.C.M. 8594, the East Coast Oil case was cited and fol- 
lowed in fourteen cases.” In 1947 the Treasury admitted that it 





* Testimony of the general manager of the Mexican company, p. 10. 

% Commissioner v. East Coast Oil Co., S.A., 85 F.2d 322 (1936). 

* Helvering v. East Coast Oil Co., S.A., 299 U.S. 608 (1936). 

® Anglo-Mexican Petroleum Co., P-H 1937 B.T.A. Mem. Dec. Q 37353; 
Exolon .. 45 B.T.A. 844 (1941); Ronrico Corp., 44 B.T.A. 1130 (1941); 
Guy Livingston, P-H 1945 T.C. Mem. Dec. 45314; Hazelton Corp., 36 B.T.A. 
908 (1937); Elston Co., 42 B.T.A. 208 (1940); British Timken Ltd., 12 T.C. 
880 (1949); Piedras Negras Broadcasting Co., 43 B.T.A. 297 (1941), aff'd, 
127 F.2d 260 (5th Cir. 1942); Estate of B. W. Cadwallader, 13 T.C. 214 
(1949); Ardbern Co., 41 B.T.A. 910 (1940) (distinguished); Askania Werke, 
A. G. v. Helvering, 96 F.2d 717 (D. C. Cir. 1938) reversing 33 B.T.A. 875 
(1936); G. A. Stafford & Co. v. Pedrick, 78 F. Supp. 89 (S.D.N.Y. 1948) 
aff'd on other grounds, 171 F.2d 42 (2d Cir. 1948); United States v. Klein, 139 
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had made a mistake in its interpretation of the Compania Gen- 
eral de Tabacos case and reluctantly gave up. In that year General 
Counsel’s Memorandum 25131 was issued, expressly revoking 
G.C.M. 8594. Simultaneously with the issuance of G.C.M. 25131 
the Commissioner acquiesced in the decision of the Board of Tax 
Appeals in the East Coast Oil case.” 

In revoking G.C.M. 8594, the Treasury recognized the passage 
of title doctrine, but an exception was stated, as follows: 


. . . this office adopts the general rule that, for the purpose 
of determining the source of income attributable to the sale 
of personal property, a sale is consummated at the place where 
the seller surrenders all his right, title, and interest to the 
buyer. . . . However, in any case in which the sales trans- 
action is arranged in a particular manner for the primary 

purpose of tax avoidance, the foregoing rules will not be a 

plied. (See Kaspare Cohn, Inc., v. Commissioner, 35 B.T.A. 

646.) In such cases, all factors of the transaction, such as nego- 

tiations, the execution of the agreement, the location of the 

property, and the place of payment, will be considered, and 
the sale will be treated as having been consummated at the 
place where the substance of the sale occurred.” 

This exception to the passage of title doctrine has absolutely no 
authority, judicial or otherwise, to support it. The single citation, 
Kaspare Cohn, Inc., is not in point since that case did not decide 
where the sale was made. A brief reference to the facts in the Kas- 
pare Cohn case will show that it decided only that the corporate 
entity of the foreign corporation involved should be disregarded 
because it was a sham and a fiction. 

In that case, the American taxpayer, Kaspare Cohn Inc., owned 
the stock of two California utilities companies. Negotiations were 
carried on to sell that stock to a group of New York bankers. When 
it was quite certain that the sale would take place, Kaspare Cohn 
Inc. caused a Canadian corporation to be formed. It exchanged 
the stock which it owned in the California utilities companies for 
the stock of this newly formed Canadian company.” Having done 
F. Supp. 135 (S.D.N.Y. 1955); United States v. Balanovski, 236 F.2d 298 (2d 
Cir. 1956) reversing 131 F. Supp. 898 (S.D.N.Y. 1955). In Amtorg Trading 
Corp. v. Higgins, 150 F.2d 536 (2d Cir. 1945), the court relied upon the 
intention of the parties as to when title passed. 

* Acq. 1947-2 Cum. Butt. 2 (1947). 

*G.C.M. 25131, 1947-2 Cum. Butt. 85, 86. 

® The tax years in the Kaspare Cohn case were 1927 and 1929. In passing 
we must note that § 367 of the 1954 Code (§ 112(i) of the 1939 Code) be- 
came the law as § 112(k) of the Revenue Act of 1932. Section 269 of the 1954 
Code (§ 129 of the 1939 Code) came into the law as § 128(a) of the Rev- 
enue Law of 1943. Section 1551 became law in 1953. Consequently none of 
these statutory aids were available to the Commissioner. As the case turned 
out, he did not need them. 
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so, the bankers entered into a contract prepared in the United 
States with the Canadian company for the purchase of the utilities 
stock. 


The Canadian company was nothing but a shell or a dummy. 
It carried on no business activities of any kind. It was formed by 
lawyers employed for that purpose who became its officers and 
directors. The representatives of the parent, that is, officers and 
directors of Kaspare Cohn Inc., took the stock of the utilities com- 
panies to Canada along with the contract of sale. The purchaser 
sent its money to Canada, and the contract of sale was signed by 
the dummy officers of the Canadian company, who never saw the 
agreement before they signed it. Immediately after the transaction 
was completed, the purchaser brought the utilities stock back to 
the United States, and Kaspare Cohn Inc., the sole stockholder of 
the Canadian company, caused the purchase money to be deposited 
in a Los Angeles bank. Shortly thereafter, all the dummy officers 
and directors of the Canadian company resigned and were replaced 
by people identified as officers and directors of Kaspare Cohn Inc. 
Thereafter, the Canadian company withdrew from Canada, 1.., 
became a non-resident Canadian company, and set up its offices in 
Los Angeles in the same quarters occupied by Kaspare Cohn Inc. 

Under those circumstances, the Board of Tax Appeals held that 
the Canadian company was nothing but a sham, was without 
reality and for tax purposes did not exist. Consequently, the trans- 
fer or exchange of the utilities companies’ stock for the stock of 
the Canadian company was disregarded entirely. The result was 
that Kaspare Cohn Inc. was still the owner of that stock and was 
held to have sold it to the bankers. Kaspare Cohn Inc. was a 
domestic corporation and hence liable for tax on profits derived 
from the sale of the utility company stock regardless of whether 
the sale was made in Canada, the United States, or elsewhere.” 


The Kaspare Cohn case was decided in March 1937. In Novem- 
ber of that same year an opinion in another case, which in many 





“The following language from the opinion shows clearly that the passage 
of title doctrine was not involved in the case at all. Hence the case is no 
authority whatsoever for the exception stated in G.C.M. 25131: 

“Having concluded that Cohn, Inc. owned and sold the stocks, we 
need not discuss the other questions raised by the parties upon brief. . . . 
Whether the sale was consummated in the United States or Canada... . 
If we are correct in our conclusion that the sale was made by Cohn, 
Inc., then it is liable for any tax upon the profit, regardless of whether 
the sale was made in the United States or elsewhere. It is therefore 
unnecessary to determine where the sale was made.” Kaspare Cohn Inc., 
35 B.T.A. 646, 668-69 (1937). 
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respects resembles the Kaspare Cohn case, was filed—Hazelton 
Corp. v. Commissioner of Internal Revenue.” 

The tax years of 1927 and 1928 were involved in the Kaspare 
Cohn case while the years 1928 and 1929 were before the court in 
the Hazelton case. In the Hazelton case, a Delaware corporation 
transferred its assets to a Nevada corporation in exchange for the 
stock of that corporation. 

The shareholders of the Delaware corporation then organized a 
Panamanian corporation. The Panamanian corporation exchanged 
its stock for the stock of the Delaware corporation. 

The Panamanian corporation on becoming the owner of the 
shares of the Delaware corporation, caused it to be dissolved, thus 
becoming the direct owner of the shares of the Nevada corporation. 
The Panamanian corporation sent the stock of the Nevada corpora- 
tion to Canada and there delivered it to the purchasers—a banker 
group of San Francisco. 

The Commissioner contended that the sale was made in the 
United States, because the negotiations for the sale were conducted 
here, the property was here, in short that the substance of the 
whole transaction was here, while the taxpayer contended that it 
was made in Canada because the parties intended that the seller 
should there divest itself of all incidents of ownership and that 
said intention was actually carried out. On the factual issue the 
court found in favor of the taxpayer. 

The Commissioner did not contend in this case that the Pana- 
manian corporation was a sham. He did not seek to disregard its 
corporate entity. In fact, the court in this case held: 

The Panama corporation, the petitioner in the proceeding at 

bar, was not a mere agency of the Delaware corporation and 

its stockholders.® 

In this case the attempt of the Commissioner to collect a United 
States income tax was directed solely against the Panamanian cor- 
poration. Neither the United States shareholders of the Panaman- 
ian corporation, the Delaware corporation nor its shareholders 
were parties to the case.” 

The case was tried squarely on the issue of where the sale of 
the stock of the Nevada corporation took place, .e., where did title 

“ 36 B.T.A. 908 (1937). 

“Id. at 926. 

“ The court said: 
“We do not have before us in this proceeding either the Delaware 
corporation or its stockholders. Whether or not they might be liable 
to income tax — — realized from the sale by the petitioner to 


the bankers in rancisco of the shares of stock of the Nevada 
corporation is a question likewise not before us.” Jd. at 926. 
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thereto pass from the seller to the buyer? If title passed in Canada, 
no United States tax was due. If it passed in the United States, 
the tax was due. 

In the Hazelton case, it was held that the intent of the parties 
as to when and where title should pass controls. The court said: 
We think it is clear from the evidence that it was the intention 
of all parties concerned that the petitioner should part with 
all of its right, title and interest in and to the shares of the 
Nevada corporation in question by the delivery of the certifi- 

cates for the shares to the Royal Trust Co.” 

In a later case, Ardbern Co.,” the issues were identical with those 
presented in the Hazelton case, that is, the foreign corporation 
was recognized as a legal entity for tax purposes. The issue was 
whether the title to the stock which was the subject matter of the 
sale passed to the purchaser in New York or in Montreal. 

The taxpayer and owner of the stock was a Newfoundland cor- 
poration. It was a resident foreign corporation. It was held that 
title to the shares in question passed from the seller to the pur- 
chaser in New York at the time the president of the seller endorsed 
the share certificates and delivered them to the purchaser. Pay- 
ment of the purchase price was made in Montreal. Time and 
place of the payment of the purchase price was held to be without 
significance in terms of where the sale was made. 

Collection of the price in Canada “was merely incidental and 

did not earn the profit.’”” 

The taxpayer in this case relied upon the Hazelton and East 
Coast Oil cases. The court distinguished the Hazelton case on the 
ground that the contract of sale in that case showed that the 
parties intended that the seller would surrender legal title, posses- 
sion and control of the personal property in Canada. The East 
Coast Oil case was distinguished on the ground that the profit in 
that case was earned at the time legal title to the property passed 
from the seller to the buyer. Title passed in Mexico. Hence there 
was no income from United States sources. The taxpayer lost in 
the Ardbern case simply because he failed to prove that title to the 
stock passed to the buyer in Canada. The reverse was true in the 
Hazelton case. 


= Id. at 924. 

“41 B.T.A. 910 (1940). 

* Id. at 924. 

12 B.T.A. 1102 (1928). This case was cited and followed by the Board 
of Tax Appeals in Sumitomo Bank, Ltd., 19 B.T.A. 480 (1930), a case which 
involved the purchase 7 the taxpayer in the United States of drafts payable 
in Japan, which were forwarded to Japan for collection at the taxpayer's 
home office. The Board held that the interest or other compensation collected 
in Japan was not income from sources within the United States. 
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A fifth case, that of R. J. Dorn & Co.” is in point. Its facts reveal 
a pattern of trading similar to that followed today by Western 
Hemisphere trade corporations and foreign corporations. The 
taxpayer was a sole proprietorship operating under the name of 
R. J. Dorn & Co. Its sole owner, R. J. Dorn, was a non-resident alien 
whose residence and place of business was Havana, Cuba. The 
business consisted of purchasing merchandise in the United States 
and its exportation to Cuba, Mexico, Puerto Rico, Martinique and 
elsewhere. 

The orders were taken in the first instance by R. J. Dorn in 
Cuba, by his brother whom he employed in Martinique and by 
an agent in Mexico. These orders reached the New York office 
via the Cuba office of R. J. Dorn & Co. Other orders went directly 
from the foreign customer to the taxpayer's office in New York 
where they were accepted and processed. 

The New York office in addition to the acceptance of orders 
representing a substantial part of the total business, purchased the 
goods, made the shipments, drew the drafts and, in short, engaged 
in all those activities in which an ordinary exporter of merchandise 
would be engaged. The capital investment of the New York office 
for the fiscal year ending March 31, 1918 was $6,221.49. 

The goods were shipped either to R. J. Dorn & Co. in Cuba, 
Mexico or Martinique, where the company had a representative, 
or to order of shipper draft attached in the other cases. 

The court held that R. J. Dorn & Co. had no income from 
United States sources and hence owed no United States income or 
excess profits tax.” 

Dorn made the sales on a delivered basis. Had he made them 
on a New York f.0.b. basis, which he certainly could have done 
had he wanted to, the income would have been subject to the 
United States tax. It is significant that at the time of these trans- 
actions there was little or no income tax in Cuba, Puerto Rico, 
Mexico or Martinique. There was not only an income tax in the 
United States for the tax years 1917 through 1920, but an excess 
profits tax on individuals in 1917 as well. 

In this case, the taxpayer being an individual, there was no 
corporate entity problem involved. Consequently, the issue of 
where the sales took place and where the income arose was settled 





“The court, in so holding, said: 
“The purchasers of the goods were non-residents; title to the goods 
ased remained with R. J. Dorn until they were delivered to the 
‘oreign consignee; the money from which the income was derived was 
received from the foreign consignee.” Jd. at 1108. 
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by the straightforward process of determining where the title passed. 
That is exactly the same way that issue was treated in East Coast 
Oil, Hazelton and a whole line of cases, including the very recent 
case, United States v. Balanovski.” The fact that the taxpayer 
elected to make the sale outside the United States in all these cases 
(except Balanovski) when they could just as conveniently have 
made them within this country, is not an issue. Had Balanovski 
surrendered ownership, risk and control of the goods in Buenos 
Aires instead of New York, his United States tax liability would 
have been zero. 

So far we have noticed five cases: East Coast Oil, Kaspare Cohn, 
Hazelton, Ardbern, and Dorn. In East Coast Oil, Hazelton, Ard- 
bern and Dorn cases, no issue was raised as to whether the foreign 
corporation was a sham or a mere agency of its domestic corporate 
owner. Once the personality of the foreign corporation was recog- 
nized for tax purposes, the sole remaining question was the appli- 
cation of the passage of title doctrine. 

The Kaspare Cohn case was decided squarely and exclusively on 
the issue that the Canadian corporation was a sham making it un- 
necessary to recognize it as an entity for tax purposes. 

The contrast in results between these two lines of cases—East 
Coast Oil and Hazelton, on one hand, and Kaspare Cohn, on the 
other, on facts so similar, (in Kaspare Cohn and Hazelton at least) 
—leads us to examine the factors which go to require that the sub- 
sidiary, whether it be a Western Hemisphere trade corporation or 
a foreign corporation, be respected as an entity for tax purposes; 
and those factors which, if present, make it possible for the Com- 
missioner to disregard the subsidiary as a separate entity, hence 
to tax the parent for what would otherwise be the income of the 
subsidiary. 

Before moving to a new area let us examine the policy behind 
the passage of title doctrine. From a business man’s point of view, 
certainty and predictability of tax results are important. In fact, 





®See note 57 supra. 

" A straightforward statement of the policy behind the passage of title 
doctrine is found in Commissioner's brief in the Balanovski case at page 20: 
“The passage of title test is sure and simple. It has been applied by 
the courts in a multitude of tax situations despite the fact that it 
meant considerable tax savings to the sophisticated or considerable 
tax loss to the unlearned or misadvised. Lucas v. North Texas Lumber 
Co., 281 U.S. 11, 12 (1930); Barde Steel Products Corp. v. Com., 40 F.2d 
412; Number Nine Plantation, 23 B.T.A. 974; Abraham Johnson, 7 B.T.A. 
820, 834; Solomon Silberblatt, 28 B.T.A. 73; Indeed Constitutional 
questions involving taxes have hinged on the single inquiry of when 
title passed and when a sale thus was completed. eeler Lumber Co. 
v. ULS., 281 U.S. 572.” 
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business planning is difficult if not impossible without some degree 
of certainty as to liability and amount of taxes. 

From the Commissioner’s point of view perhaps these elements 
are not so important. Considering G.C.M. 25131 in its entirety 
it is not unkind to suspect the Treasury would like to have its tax 
cake and eat it, too. It apparently would prefer to have an open 
field and to be able to apply the passage of title doctrine or not 
as it sees fit. This is indeed too much latitude.” 

The policy argument against the passage of title doctrine is that 
it makes tax liability subject to manipulation of the parties to the 
sales transaction. Time and place of passage of title are consensual. 
Some taxpayers argue for a destination test” as determining the 
source of income under the claim that the passage of title test 
introduces artificial form into commercial transactions. This is but 
another way of saying that the advocate thereof really does not 
want to operate abroad. He wants to engage in foreign trade 
without leaving home and without suffering any of the hazards 
and risks of international commerce. 

No test for determining source of income is likely to be satisfac- 
tory to every interest. In any case none has so far been suggested. 
The passage of title certainly is not perfect. It simply is the best 
and most workable test so far suggested. And, it is the law. 

RECOGNITION OF THE CORPORATE ENTITY 


It cannot be doubted that a taxpayer has a right to arrange his 
affairs in any manner he chooses. This concept is inherent not 
only in our tax law, but is fundamental to our American way of 
life. He may operate his business, including his export or inter- 
national trade business, as an unincorporated proprietorship.” He 


™ The taxpayer in the Balanovski case argued for a contact or substance 
of the transaction test. The court answered that argument: 
“Although the ‘passage of title’ rule may be subject to criticism on 
the grounds that it may impose inequitable tax burdens upon taxpayers 
engaged in substantially similar transactions, such as upon exporters 
whose customers require that property in the goods pass in the United 
States—see Hearings before the House Committee on Ways and Means 
on Forty Topics ey to the General Revision of the Internal 
Revenue Code, 83d Cong., Ist Sess., pt. 2, at 1458 (1953)—no suitable 
substitute test providing an adequate degree of certainty for taxpayers 
has been proposed. Vague ‘contacts’ or ‘substance of the transaction’ 
criteria would make it more difficult for corporations engaged in West- 
ern Hemisphere trade to plan their operations so as to receive the 
special deduction granted them if they derive at least 95 per cent of 
eir income from sources outside the United States.” United States v. 
Balanovski, 236 F.2d 298, 306 (2d Cir. 1956). 
See also Surrey and Warren, The Income Tax Report of The American 
Law Institute, 66 rv. L. Rev. 1161, 1196-98 (1953). 
™ Miles-Conley Co., 10 T.C. 754 (1948). The business of a one man cor- 
poration was split up. Thereafter part was operated by the sole stockholder as 


a proprietorship. 
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may do business as a partnership,” trust, syndicate, or one or more 
corporations.” He may if he desires, operate his business through 
a foreign corporation. 

Where an existing business, which consists of domestic as well 
as international trade, is divided and the foreign trade is set up 
in a separate subsidiary corporation, under what circumstances is 
the Commissioner required to recognize the subsidiary as a separate 
entity for tax purposes? The applicable law is worked out clearly 
in the cases. 

Helvering v. Gregory” established the business purpose doctrine 
in the reorganization area while Moline Properties Inc. v. Com- 
missioner" stands for the same principle where there is a division 
of a business.” “Business purpose” really means business activities. 
In the Gregory case the newly formed corporation carried on no 
business. It was immediately dissolved after its tax purpose was 
served. Consequently, it was not recognized as a “corporation” as 
that term is used in the reorganization sections of the Code. 

In the Moline case the corporation was recognized because it 
did in fact carry on business subsequent to its organization. It 
carried on the business formerly carried on by its sole or principal 
stockholder. 

The term “business purpose” deals with intent and motive, the 
presence or absence of which lies in the unexplorable recesses of 
the minds of the individuals involved. Consequently, the presence 
or absence of a business purpose is determined by the business 
activities that are or are not carried out subsequent to a reorgan- 
ization or a division of a business.” This is just another way of 
saying that if the newly formed corporation actually carries on a 
business, the motives, whatever they were, that caused its creation 
do not produce tax consequences.” 





 Polak’s Frutal Works, 21 T.C. 953 (1954). 

® Chelsea Products, Inc., 16 T.C. 840 Kee lg 

*69 F.2d 809 (2d Cir. 1934), aff'd, 293 U.S. 465 (1934): 

“We agree with the Board and the taxpayer that a transaction, other- 
wise within an exception of the tax law, does not lose its immunity, 
because it is actuated by a desire to avoid, or, if one chose, to evade, 
taxation.” Jd. at 810. 

™ 319 ULS. 436 (1943). 

*® McCaffrey, Dividing a Business, 30 Taxes 855 (1952). 

* The activities test applies to a foreign notes company. The Nas- 
sau corporations in William C. Hay, 2 T.C. 460 (1943), aff'd, 145 F.2d 1001 
(4th Cir. 1944) and Estate of Emile Pfizer, 12 CCH T. C. Memo @ 43,457 
did no business. They were disregarded as entities for tax mgr 

® National Investors Corp. v. Hoey, 144 F.2d 466 (2d Cir. 1944); United 
States v. Klein, 139 F. Supp. 135 Cy .N.Y. 1955); National Carbide Corp. 
v. Commissioner, 336 U.S. 422 (1949); Paymer v. missioner, 150 F.2d 334 
(2d Cir. 1945). McCaffrey, supra note 72. 
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The case of John Junker Spencer” illustrates the point. In that 
case the taxpayer organized two corporations for the purpose of 
carrying on two activities which were formerly carried on as a 
proprietorship. One corporation handled the real estate and the 
other the construction business. The sole issue in the case was 
whether the transfers of income-producing properties to the cor- 
porations were to be disregarded as being shams, and the earnings 
thereof included within the separate and community incomes of 
the taxpayer and his wife. 

The Commissioner did not question the validity of either cor- 
poration as being a separate taxable entity from their shareholders, 
nor did he seek to base his actions upon the authority granted in 
section 482 (section 45 of the 1939 Code). He claimed that the 
transfers of the going income-producing business to the corpora- 
tions were shams; that the taxpayers in substance remained in 
possession and control of the properties and that there was no 
purpose in the transfers other than tax savings and that said trans- 
fers should be disregarded for tax purposes and the income in- 
cluded in that of the taxpayers under the provision of section 22 (a) 
of the 1939 Code (61 (a) of the 1954 Code).” The court disposed 
of the Commissioner's arguments with the following: 


When a taxpayer seeks to achieve a desired business or tax 
result, he has freedom of choice as to the form in which he 
will channel his business. Higgins v. Smith, 308 U.S. 473. If 
the taxpayer actually carries on business in the form so chosen, 
the Government may not deprive him of the benefits which 
flow therefrom unless such form be found to be but a fiction 
or a sham. Higgins v. Smith, supra; Rhode Island Hospital 
Trust Co., 7 T.C. 211. Thus, when a corporate form for carry- 
ing on business is adopted and there follows an exercise of 
corporate powers and the doing of some business in the ordi- 
nary sense, regardless of quantum, the corporate identity con- 
stitutes a separate taxable entity and may not be dis- 
regarded .... 

There can be no doubt that Land was conceived and organ- 
ized for legitimate business reasons and that the transfer to it 
of the rental property in question was but a step in fulfilling 
the pu for which it was primarily organized. After the 
acquisition of the property, Land became actively engaged in 





"19 T.C. 727 (1953). 

* Section 61, Int. Rev. Cope or 1954, defines gross income. It takes just 
a little imagination to see the application of this section to facts like those in 
the Junker case. The real point is that income should be taxed to him who 
earns it. This is a general fundamental principle of law. It exists without 
reference to any le section. The issue in the Junker case was: whose in- 
come was it! 
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the exercise of its corporate powers in carrying on the business 

of managing and administering such property.” 

It does not necessarily follow that because the subsidiary does 
some business and carries on corporate activities that the income 
which it receives will be always taxed to it and not to its parent. 
It is quite possible for the subsidiary to be recognized as a person 
separate and apart from its shareholders and still have what would 
otherwise be its income, taxed to the parent. The theory which 
supports this line of authority is that the transfer of the property 
or the goods from the parent to the subsidiary is itself a sham, or 
that the subsidiary is a mere agency of the parent.” 

Furthermore there are several statutory provisions which are 
really codifications of principles previously laid down in the case 
law, which, while recognizing the newly formed subsidiary as a 
taxable entity, produce a tax effect similar to that which results 
from disregarding the corporate entity. Therefore sections 269, 
482 and 1551 of the Code constitute important aspects of our 
problem. 

Acquisitions to Avoid or Evade 
U.S. Income Taxes—Section 269 


The statutory inhibition dealing with acquisitions made to 
evade or avoid income tax must be considered.” This statute was 
enacted expressly for the purpose of coping with the problem 
created by the traffic in “loss corporations” particularly during the 
excess profits years.” 


*John Junker Spencer, 19 T.C. 727, 736 (1953). 

“Continental Oil Co. v. Jones, 113 F.2d 557 (10th Cir. 1940), involving 
transfers of large quantities of gasoline and oil from a parent to subsidiaries 
one day before an excise tax became effective. One subsidiary had been a 
small holding company and had never sold gasoline or oil, had no facilities 
to do so, used the parent's facilities to dispose of the frome The sale was 
held to be a sham. The Standard Oil Co. of Ohio v. United States, 131 Ct. 
Cl. 644, 130 F. Supp. 821 (1955), with similar issues but different facts ar- 
rived at the oj ite result. 

* “SEC. 469. ACQUISITIONS MADE TO EVADE OR AVOID IN- 

COME TAX. 

(a) In General.—If— 

(1) any person or persons acquire, or acquired on or after October 8, 
1940, directly or indirectly control of a corporation, or 

(2) any corporation acquires, or acquired on or after October 8, 1940, 
directly or indirectly, property of another corporation, not controlled, 
directly or indirectly, .. . 

and the principle purpose for which such acquisition was made is evasion 

or avoidance of Federal income tax by securing the benefit of a deduction, 

credit, or other allowance which such person or corporation would not 
otherwise enjoy, then such deduction, credit, or other allowance shall not 

be allowed. . . .” INT. Rev. Cope or 1954. 

“See S. Rep. No. 627, 78th Cong., 1st Sess. 58 (1943)—on the Rev- 
enue Bill of 1943 (H.R. 3687). 
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There is respectable authority which supports the view that the 
term “acquisition” as used in the statute does not include the 
organization of a subsidiary by a domestic corporation for the 
purpose of conducting its international business. How can you 
acquire what you already have?” At most there is a shift in the 
direct control of assets to an indirect control. Furthermore, if the 
subsidiary is formed for cash, no “property” is involved at all 
unless good will exists. In this context, good will has not been 
held to exist. 

Randolph Paul, then General Counsel of the Treasury, testified 
before the Finance Committee: 


The amendment in no way abridges the privilege of doing 
business in individual, partnership or corporate form, or the 
privilege of filing a separate or a consolidated return, or any 
of the numerous choices which the structure of the tax system 
is intended to afford. [Emphasis supplied.]* 


Certainly the tax structure supplies a domestic corporate tax- 
payer that conducts its international business through a branch 
or directly with the choice of continuing that method or going to 
a different one and setting up a subsidiary to do that business. 

The Commissioner has made four attempts to apply section 269 
to division of a business cases.” He has been completely without 
success. In each of these four cases the taxpayer proved that an 
adequate business purpose” was present and presumably motivated 





Chase, An Analysis of Section 129 of the Internal Revenue Code, 30 
CorNELL L.Q. 421, 434 (1945): 

“Does ‘acquisition’ include the commencement of a business in cor- 
porate form? Although the formation of a corporation does result in 
the acquisition of control of a corporation, it is believed that Congress 
did not intend to take away the right of taxpayers to choose any form 
that they may desire for the conduct of the business. Certainly that is not 
what prompted the legislation to be enacted. For the same reason, it 
is believed that the statute does not apply to persons who incorporate 
a going business. Nor should it make any di a that the purpose 
to reduce taxes was uppermost in the minds of the incorporators.” 

* Hearings Before Senate Finance Committee on H.R. 3687, 78th Cong., 


Ist oe. 46 (1943). 

orn Wholesale Grocery Co., 16 Be 75 (1951); pants Inc. of 
South Bend, 16 T.C. sry is Chelsea Products, Inc., 16 T.C. 840 (1951); 
J. E E. Dilworth Co. v. Henslee, 98 F. Supp. 957 (M.D. Tenn. i981), 

In the Alcorn case, supra note 89, the corporation operated five branches. 
Each branch was incorporated. The disclosed business purposes were: (a) in- 
creased borrowing power (five corporations because of restrictions in the 
banking law could borrow more than a single corporate entity); (b) limitation 
of liability; (c) handling added lines of merchandise where competitors did 
not have exclusive right; (d) avoid stigma of absentee ownership. It was 
admitted that tax saving, i.e., specific $10,000 excess profits tax exemption 
was one of the factors which influenced the division. The court found it was 
not the principal purpose because other purposes existed. 
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his action. In the Alcorn, Berlands and Chelsea cases the “principal 
purpose” was the sole issue before the court. In each the proof 
showed that purposes other than saving taxes were present. In 
each case, however, the taxpayer did save taxes. The tax saving 
motive was obviously present. 

Under the treatment which the courts have given section 269 
evasion or avoidance of tax is not the “principal purpose” of 
organizing the company if any other business purpose is shown. 

In J. E. Dilworth Co. v. Henslee” the action was a suit for a 
refund of income tax and declared value excess profits taxes and 
interest. The plaintiff was a corporation of the State of Tennessee 
with its principal place of business in Memphis. It had a branch 
establishment at Vicksburg, Mississippi, which was later separated 
from the main corporate body and set up as a wholly owned sub- 
sidiary organized under the Mississippi law. 

The Commissioner invoked section 269 (section 129 of the 1939 
Code) on the ground that the “principal purpose” of the taxpayer 
in organizing the new company was the avoidance of excess profits 
taxes. 

The taxpayer’s response to that charge was twofold: (a) the 
division of the business was made as the result of business judg- 
ment of the directors of the company whose action was based on 
sound business reasons, and (b) that section 269 does not apply to 
the division of an existing business. 

The presence or absence of a business purpose is a question of 
fact. What the “primary purpose” which a taxpayer has in organ- 
izing a subsidiary or acquiring the property or stock of an existing 
corporation is a question of fact, even though purpose is a state 
of mind and hence wholly subjective.” 





In Berland’s case, supra note 89, 22 out of 51 branch stores owned by 
taxpayers were formed into 22 separate corporations. The Tax Court held 
that the principal purpose of the division was not to evade or avoid taxes 
but to put the separate corporations into a better position to negotiate rental 
reductions than would be the case if a single corporation held all the leases. 
In any case, regardless of how the taxpayer came out on the reduction of 
rent, it is certain that the 22 additional specific exemptions from surtax and 
excess profits tax produced a tidy sum, and a re-occurring one at that. 

The taxpayer in Chelsea case, supra note 89, separated the sales end of 
the business in three new corporations. In spite of the fact that they were 
given larger discounts than were common, the Tax Court found that the prin- 
cipal purpose for the organization of the new companies was not the avoid- 
ance of taxes, but was to “carry on business”. There is a dissenting opinion 
in the case. 

"98 F. Supp. 957 (M.D. Tenn. 1951). 

* Chase, supra note 87. “Principal Purpose” is a question of fact. The 
principal purpose may be a “business purpose” although the choice of ac- 
quisitions is motivated primarily by tax avoidance. 
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Whether section 269 applied at all in the Dilworth case was 
clearly a question of law once the facts were settled. In this case 
the taxpayer could have won on either of the two issues. It won 
on both.” On the legal issue, i.e., the applicability of section 269 
to a division case, the court was explicit." It seems clear as well 
that Congress never intended the section to apply in those cases 
where there is a continuity of business”* in contrast to the acquisi- 
tion of a new one.” 

The fact that Congress as part of the Revenue Act of 1953 in- 
cluded section 15 (c)* (section 1551 of the 1954 Code) which specifi- 





” The ont settled the factual issue with a specific finding: 
organization of the Mississippi corporation may Cn resulted in 
the p Rees a of Excess Profits Tax of the T Tennessee corporation, but 
the tax saving was not the primary or the principal purpose for the 
organization of the Mississippi corporation. The Mississippi corporation 
was a bona fide corporation, organized for the purpose of carrying on 
business in the State of Mississippi, and formed for sound business 
reasons. It did not contemplate the acquisition of any new assets or 
corporation by the plaintiff, which it had not formerly owned prior to 
October 8, 1940, but merely resulted in the shifting of the control of the 
assets formerly used in the operation of the Mississippi branch from 
direct ownership to indirect ownership through ., subsidiary stock re- 
lationshi ‘ Dilworth Co. v. Henslee, 98 F. Supp. 957, 959-60 

(M.D. enn. 1951 1). 

“Section 129 of Title 26 of the United States Code applies only to a 
situation where one corporation or one individual acquires new assets.’ Id. at 


e Tarleau, Acquisitions of Loss Companies, 31 Taxes 1050, 1058 

(1953) y~ the view that the decision contains dictum only to the effect that 

269 does not apply to division of business cases. In view of the issues be- 

ore the court on the pleadings and the specific conclusion of law, the hold- 
ing appears not to be dictum 

s Letter from Lewis R. Donelson III, attorney for taxpayer, to authors, 

November 9, 1956: 

“I relied primarily . . . that section 129 was inapplicable unless the 
corporation acquired new assets. At the conclusion of argument the 
Court gave the enclosed oral opinion: “The facts in this case do not 
bring it within section 129(a) of Title 26. . This section applies 
where one corporation or ine individual acquires new assets . 
in the present case no new assets were acquired by the Tennessee 
Corporation whatever. It merely transferred assets that it already 
owned to the subsidiary corporation and therefore, in my opinion, 
the statute does not a y to such a situation.’ 

*S. Rep. No. 627, 78th Ist Sess. 60 (1943)—on Rev. Bill of 1943 
(H.R. 3687). Once a business is “divided and each entity thereafter has re- 
mained in business for an extended period of time, actually carrying on its 
own business, the courts apparently do not even examine the question of 
whether there was : ones ap purpone for qT  cciainel breakup. See Fair Price 
Stations Inc., P.H. em. Dec. 46120. The tax years in this case 
were 1940 and 1941. “This 7 a pre-section 469 situation. Section 269 has ac- 
complished nothing in 7 pap, Sane. 

“SEC. 1551. DISAL ANCE OF SURTAX EXEMPTION AND 

ACCUMULATED EARNINGS CREDIT. 

If io conparatice transfers, on or after January 1, 1951, all or part of 

—~ other i money) — another corporation which was cre- 


for red . Lg such property or which was not actively 
prt in pure iness time of such acquisition, and if after such 
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cally covers the transfer of property (other than money) to a newly 
formed company makes it all the more evident that section 269 
does not apply to a division of an existing business. 

Before considering the impact, if any, of section 1551 on our 
problem, let us first notice that the Service has issued a Ruling” 
which considers the effect of section 269 on section 109 of the 1939 
Code (section 921 of the 1954 Code). The Dilworth case had not 
yet been decided when I.T. 3757 was issued. Yet the net effect of 
this Ruling is to hold that the division of a going business into 
two parts is not subject to section 269 even though the organiza- 
tion of the subsidiary is for the express purpose of obtaining the 
benefits of the lower tax rate to which Western Hemisphere trade 
corporations are subject. Such a corporation was likewise exempt 
from excess profits tax under section 727 (g) of the 1940 and section 
454 of the 1950 excess profits tax laws. 

It is true that the Ruling relies on the intent of Congress for 
the result reached and does not mention the legislative history 
of section 269, with which Treasury was certainly familiar. Why 
the Treasury used the reasons it did in the Ruling rather than 
other and better ones is a matter of conjecture. It brings up the 
point, however, of whether the result would be any different if 
the subsidiary were a foreign corporation instead of a Western 
Hemisphere trade corporation. 

On the basis of the Dilworth case, the answer is no. On the 
basis of the purpose and legislative history of section 269, the 
answer is no. On the basis of the intent of Congress as it is ex- 
pressed in I.T. 3757, the answer is also no. Congress did not, by 





transfer the transferor corporation or its stockholders, or both, are in 
control of such transferee corporation, then such transferee corporation 
shall not for such taxable year (except as may be otherwise determined 
under section 269 (b)) be allowed either the $25,000 exemption from sur- 
tax provided in section 11 (c) or the $60,000 accumulated earnings credit 
provided in paragraph (2) or (3) or section 535 (c), unless such trans- 
feree corporation shall establish by the clear preponderance of the evi- 
dence that the securing of such exemption or credit was not a major pur- 
of such transfer. .. .” INT. Rev. Cope oF 1954. 

is section came into the Code as of the Revenue Act of 1943. 
“LT., 3757, 1945 Cum. Butt. 200, 201-02: 

“SEC. 129. ACQUISITIONS MADE TO EVADE OR AVOID IN- 

COME OR EXCESS PROFITS TAX. 

.... In view of the foregoing, it is held that the creation of a new 

lomestic corporation to —s on the business in the Western Hemisphere 

(other than in the United States) of an existing domestic corporation 

does not constitute tax avoidance within the meaning of section 129 

of ode Code, a. though ya rated P capone oe Ba _y for the 
principal pur; of gainin e benefits provided by the first exceptio 
5 (b) of the Cod 


in section 15 ( } le and by section 727 {s of the Code.” 
"See Testimony o 1% 3 Paul, General Counsel of Treasury, Before 
Finance Committee on H.R. , 78th Cong., Ist Sess. at 46 (1943). 
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the passage of section 269, intend to deprive foreign corporations 
of any benefits which they heretofore had.” Thus, section 269 does 
not apply to a division of an existing business where the foreign 
trade portion is set up in a foreign corporation subsidiary.” 


DISALLOWANCE OF 
SuRTAX EXEMPTION—SECTION 1551 


The advent of section 1551 has had the inevitable effect of 
further weakening the effectiveness of section 269, just as the 
enactment of section 269 had the effect of weakening™ the doctrine 
of business purpose established by the courts in Gregory v. Hel- 
vering,” Higgins v. Smith,” and Griffiths v. Commissioner.™ 

In any case where the foreign subsidiary is formed with cash in 
the present context, section 1551 is not brought into play at all 
unless it can be said that the right or privilege of purchasing the 
products which the parent manufactures is “property” which in 
addition to the cash is transferred to the subsidiary. The realities 
of the situation appear to be merely that the parent has changed 
a multiple dealer, distributor or customer system of distribution 
for a single dealer, distributor or customer system, and that the 
goodwill of the foreign business, if such a thing exists in such a 
case is still retained by the parent. The good will, if any, is attached 


to the products which the parent still manufactures and sells. 





* Congress deliberately created a tax structure with the effect that an 
export business carried on by a domestic corporation (other than a Western 
Hemisphere trade corporation, a China trade corporation or a § 931 cor- 
poration) would pay United States income tax on all of its earnings even 
though they were entirely from foreign sources, while a foreign corporation 
doing the same business in exactly the same way would not be taxed in the 
United States on its income from foreign sources. This difference in classifica- 
tion for tax purposes between domestic and foreign corporations was noticed 
by the courts as early as 1923 in National Paper & Type Co. v. Edwards, 292 

ed. 633 (S.D.N.Y. 1923). The policy behind this difference between foreign 
and domestic corporations in this behalf is very clearly stated by the court 
in that case: 
“The question as to how far it is wise and proper to extend our taxing 
laws to foreign corporations that manufacture or acquire goods in this 
country, and sell them abroad, involves many economic and _ political 
considerations. These are peculiarly within the province of Congress, 
not the courts. It is perhaps inevitable not only that the rate of tax- 
ation should vary in different countries, but that there should be some 
laps and some gaps in the adjustment of the revenue laws of the vari- 
ous countries to foreign trade. It may happen for a time that income 
from some transactions may escape all taxation, while other income 
may have to bear its tax in more than one country. But a nation that 
attempts to reach out too far in the direct or indirect taxation of for- 
eign trade may invite retaliation and reprisal.” At 634-35. 

Ekman, What Has Happened Under Section 129; What May We 
Expect?, N.Y.U. 10rH Inst. on Fep. Tax. 1231, 1247. 

*4 See note 76 supra. 

7 308 U.S. 473 (1940). 
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No cases have been decided under section 1551. Consequently 
it cannot be said how the courts will react to it. The prediction 
is that taxpayers will have no greater difficulty in establishing by 
“the clear preponderance of the evidence” that the “major pur- 
pose” in dividing an existing business was not to secure an exemp- 
tion or credit, than they have had in meeting the “principal pur- 
pose” test of section 269. 

In this same area, there is one more current of statutory law 
which, if applicable, can modify the tax result of a parent-sub- 
sidiary relationship without the disregard of the separate personal- 
ity of the subsidiary. 


ALLOCATION OF INCOME AND DEDUCTIONS 
AMONG TAXPAYERS—SECTION 482 


Extended treatment of section 45 of the 1939 Code (section 
482" of the 1954 Code) is not justified in that it has been the 
subject of many articles.“ Its effect, if any, in present context 
is felt in the transactional area. The purpose of the section 
is to provide the Commissioner with the means of restoring in- 
come to the taxpayer who earned it, but which by reason of the 
control which exists within the related group has been recorded as 
the income of a taxpayer who did not earn it.” If the books of 





#8 308 U.S. 355 (1939). 

™*“SEC. 482. ALLOCATION OF INCOME AND DEDUCTIONS 
AMONG TAXPAYERS. 
In any case of two or more organizations, trades, or businesses 
(whether or not incorporated, whether or not organized in the United 
States, and whether or not affiliated) owned or controlled directly or 
indirectly by the same interests, the Secretary or his delegate may dis- 
tribute, apportion, or allocate gross income, deductions, credits, or 
allowances between or among such organizations, trades, or businesses, 
if he determines that such distribution, apportionment, or allocation is 
necessary in order to prevent evasion of taxes or clearly to reflect the 
income of any such organizations, trades, or businesses.” INT. REv. 
Cope oF 1954. 

Cooper, Section 45, 4 Tax L. Rev. 131 (1949); Rado, Foreign Cor- 
ration: Its Role in the Taxation of Income from International Trade, 10 
‘ax L. Rev. 307 (1955); Sherman, A Case History of Section 45, 29 TaxEs 

13 (1951); Note, 17 Brooxtyn L. Rev. 250 (1951). 

* Asiatic Petroleum Co., 31 B.T.A. 1152 (1935), aff'd, 79 F.2d 234 (2d 
Cir. 1935), holds that the word “evasion’’ as used in § 482 is broad enough 
to cover the case where securities of greatly appreciated value were sold by 
the taxpayer, a domestic corporation, to a foreign corporation (a subsidiary 
of common parents of the taxpayer) and were resold by that corporation in 
Canada to another domestic subsidiary. Properly speaking, the case was not 
decided only under § 45 but rather under the principle of the cases which deal 
with the transfer of realized income. The circuit court held: “Asiatic had an 
actual profit (excess of value over cost) before the sale to Bataafsche though 
as yet unrealized for income taxation.” Jd. at 236. The substance of this de- 
cision is that the taxpayer had realized income on the securities before the 
sale and that income was transferred to another member of the same con- 





110 WISCONSIN LAW REVIEW [Vol. 1957 


account are properly kept so as to accurately reflect the income of 
each, and if the subsidiary is operated in fact as a separate business 
organization with its own employees and bank accounts, the sec- 
tion is inapplicable.” 

The Commissioner has no authority to create income where 
none exists.“ Thus on the issue of the transfer price of goods 
between the manufacturing parent and its Western Hemisphere 
Trade Corporation or foreign subsidiary, the question is not 
whether the parent sold the goods to the subsidiary for too much 
or too little, but rather whether the sale was a real one or only 
a sham. If the sale was real, then regardless of the profit or lack 
thereof to the parent, the goods became the property of the sub- 
sidiary and, as its property, were taken abroad and sold. The profit 
belongs to the subsidiary because it was earned by it.” 





trolled group without the seller recording the gain. The decision is controlled 
Ba principles of Commissioner v. Court Holding Co., 324 U.S. 331 (1945); 

elvering v. Horst, 311 U.S. 112 (1940) and Doyle v. Commissioner, 147 F.2d 
769 (4th Cir. 1945). In the Asiatic case Commissioner simply followed the in- 
come which belonged all the while to Asiatic but which was transferred to an- 
other domestic company via a eye corporation, and brought it back to the 
eee d to whom it had belonged all the time. This was a sham transaction. No 
usiness reason was served by the sale to the foreign corporation and the resale 
by it to the acquiring domestic company. It was a case of evasion pure and 
simple. Asiatic has realized income which it consciously and wilfully failed 
to i oh 

e circuit court cites Helvering v. General Utilities & Operating Co., 74 
F.2d 972 (4th Cir. 1935), reversed on other grounds, 296 U.S. 200 (1935). The 
principles of the holding in the circuit court were finally established in the 
Supreme Court in the Court Holding Co. case supra. 

™ Surrey & WARREN, FEDERAL INCOME TAXATION 1205 (1955): 

“Where several corporations controlled by the same stockholders are 
involved in carrying on the business, as a manufacturing corporation and 
separate selling corporations, the Commissioner may not use Section 482 
to combine their incomes if the corporations are careful to maintain 
separate operations and to avoid arbitrary shifting of profits or ex- 
penses. . . . But if the activities are scrambled together and income 
arbitrarily shifted among the group the Commissioner may attribute 
all of the income to the main corporation.” 

Advance Machinery Exchange, Inc., 8 CCH Tax Ct. Mem. 84 (1949), aff'd, 

196 F.2d 1006 (2d Cir. 1952) is a typical case of ‘scrambling together’ of 

the assets and activities within a controlled ~~ 

*E. C. Laster, 43 B.T.A. 159 (1940); Tennessee-Arkansas G. Co. v. 
Commissioner, 112 F.2d 508 (6th Cir. 1940); General Industries Corp., 35 
B.T.A. 615 (1937); Essex Broadcasters, 2 T.C. 523 (1943). 

*” The presence of a business purpose in establishing the transfer price of 
goods between the parent and the subsidiary has a tendency to discourage the 
application of the general principles of law which authorize the correction of 
distortions in income. In cago Pneumatic Tool Co., 21 B.T.A. 569 (1930) 
the price of goods previously sold by the parent to two foreign subsidaries 
was reduced to parent's cost. The case held that a deductible loss resulted. The 
business purpose served was to preserve the subsidiaries from bankruptcy so 
that they could continue to serve as outlets for parent's goods. The tax year 
in this case was 1923. Section 482 reached its present development in 1928. 
However, there is no reason to believe that the result in this case would have 
been any different had § 482 in its present form been applicable. 
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A case which illustrates this position rather well is Burrell 
Groves, Inc.” In that case the taxpayer corporation owned a citrus 
grove. It sold the grove with the fruit crop on the trees to its share- 
holders. The purchase price of the real estate, fruit and all, was 
$182,250. The fruit crop was sold by the shareholders operating 
as a partnership for $142,593.30 gross, with a net of $102,624.98. 
The purchase price was by way of an installment contract over 
fifteen years. The corporation reported the gains on the sale at 
capital gain rates. The purchase price was secured by a mortgage. 
The partnership made a sale of the property within two years of 
its acquisition for $300,000. 

The Commissioner did not attack the sale as a sham. He recog- 
nized that the shareholders acquired legal title to the property. 
He contended, however, that the price was not right, that the 
terms of the transaction were not bona fide, stating that the trans- 
action was not such as would have been made by persons at arm’s 
length. His next contention was that since the crop of fruit was 
produced in part by the efforts and expenditures of the petitioner 
and in part by the efforts and expenditures of the Burrells, he, 
acting under the provisions of section 45 of the Internal Revenue 
Code, made an allocation of the $142,593.30, the price for which 
the crop was later sold, between the petitioner and the Burrells. 
He allocated $87,918.75 to the petitioner as being the amount 
which represented the fair market value of the fruit at the time 
of transfer. 

The court disposed of this contention by pointing out that the 
purchasing shareholders became the legal owners of the property 
at the date of the sale and that any income arising from a 
subsequent sale of all or part of the property was not the sellers’ 
income but the separate income of the purchaser. To take the 
purchaser’s income and tax it to the seller would be measuring 
one man’s tax by another man’s income, a result not legally 
obtainable within the perimeter of our constitutional plan: 


Whatever may be said as to the character and effect of the 
transaction of August 31, 1943, the record, we think, makes 
it amply clear that there was complete and final disposition 
by the petitioner of its properties to its stockholders.” 


In Birmingham Ice & Cold Storage Co. v. Davis,” there were 
two ice plants, each owned by two separate corporations, Birming- 
ham and Rushton. The corporations were owned and controlled 


16 T.C. 1163 (1951). 
™ National Investors Corporation v. Hoey, 144 F.2d 466, 468 (2nd Cir. 
49112 F.2d 453 (5th Cir. 1940). 
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by the same stockholders. There was not enough business for 
both plants to operate at capacity. An agreement was made to 
operate the Birmingham plant and to furnish ice to the Rushton 
company at cost. The plan as agreed to was not carried out. 
Instead of the Birmingham company making all the ice and selling 
part to Rushton to be resold by it, the Birmingham plant made 
all the ice and sold it all. At the end of the year, $26,000 was 
given by the Birmingham company to Rushton. The Commission- 
er under section 482 re-allocated that sum to the Birmingham 
company on the ground that it earned the income. 


The case is interesting in that had the agreement been carried 
out as made, the Rushton plant would have acquired ice at Bir- 
mingham’s costs and, as owner of the ice, would have then resold 
it. The resulting income would have been its own and could 
not have been reallocated to the Birmingham company. The 
business purpose supporting the agreement as made was very 
strong. The Birmingham plant would have benefited had it sold 
ice at its cost to Rushton because the full time operation of its 
plant would have lowered its unit costs. 

No section 482 cases have been reported which deal with the 
precise problem of the proper transfer price between a parent 
and its Western Hemisphere trade corporation subsidiary or its 
foreign subsidiary. Situations such as the one described in Asiatic 
Petroleum case are hardly in point because there the alleged sale 
was a sham. The transfer simply changed the location of the 
asset within the same business setup. In the situation under dis- 
cussion the subsidiary takes the property outside the country and 
sells it to an unrelated third party. If it became the legal owner 
of the goods, regardless of price paid, in a bona fide transaction 
or a series of transactions, the income that results on the final 
sale abroad belongs to it and no part of that income may be 
charged to the parent on the application of the familiar principle 
that one person’s tax may not be measured by another’s income. 
This position stands or falls on the question of whether the 
sale from the parent to the subsidiary is real, is bona fide, and 
not a sham. 

On the other hand, if the sale is only pretended, if it is unreal, 
if it is a sham, then the goods never became the property of the 
subsidiary. They remained the goods of the parent and the subse- 
quent sale was for its account. If under such circumstances the 
income produced by the sale is recorded as the income of the 
subsidiary, then, of course, the Commissioner has authority under 
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section 482 to reach through the form, lay his hands on the income, 
and bring it back to the parent because it belonged to the parent 
all the time. He would in such a case allocate something to the 
subsidiary for services performed if it in fact performed any. 

If an attempt is made to transfer income from one member of a 
controlled group to another, the scheme will fail under the appli- 
cation of section 482 as well as under the general principles of 
law which hold taxable the party who earned the income. This 
is the real teaching of the Asiatic Petroleum case. 

It is interesting to note that the Treasury in 1943 sought an 
expansion of section 482. It proposed that the section be amended 
by including the word “avoidance”. Note that “evasion” only is 
included at the present time. 

The amendment was proposed in the Preliminary Report on 
the Prevention of Tax Avoidance by the Sub-Committee of the 
Committee on Ways and Means of the House of Representatives, 
dated December 4, 1943. At page 5 of the Report, it is said: 


Your committee recommends two minor changes in the sec- 
tion: (1) the inclusion of the word “organizations” along with 
trades and business, and (2) the additional word “avoidance” 
along with evasion. These changes give the Commissioner 
somewhat greater latitude in applying this section. 
Congress did indeed amend the section by adding the word 
“organizations”, but refused to add “avoidance”, apparently out 
of the feeling that the Commissioner already had enough latitude. 

We can now summarize the effect of the flow of legislation, of 
which sections 269, 1551, and 482 are related parts. Comment on 
them is, in fact, a diversion from our main thesis. However, these 
sections, if applicable to the parent-subsidiary relationship, tend 
to accomplish a result similar to that which prevails when the 
corporate entity of the subsidiary is disregarded as a sham. The 
combined income is taxed to the parent. 

Fortunately, a sound business purpose for setting up the subsi- 
diary, followed by the actual conduct of business, eliminates 
danger from sections 269 and 1551 even if “property” is trans- 
ferred from the parent to the subsidiary. 

Similarly, if the sale between the parent and the subsidiary is 
real and not a sham, there is no office for section 482 to perform. 

Section 269 does not apply to the division of a business of the 
type we are discussing. Even if it did, then the presence of a 
sound business purpose in organizing the subsidiary renders the 
section innocuous. There are, as we have seen, numerous business 
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purposes for organizing an international business in the pattern 
herein suggested. 

In most cases Section 1551 is inapplicable because the subsidiary 
is organized for cash. No property is transferred to the subsidiary 
and even if it was, because of patent business purposes, the burden 
of proof placed on the taxpayer can be met. Goodwill is really 
not a factor at all. Even if it were, there is no transfer to the 
subsidiary. The parent retains it whether it be much or little, 
valuable or not. Its goods continue to be sold. Its business inter- 
ests continue to be advanced. Its agreement to sell to its subsi- 
diary need not be on an exclusive basis. 

The Commissioner’s fortune under section 482 has been rather 
discouraging from an enforcement point of view, although his 
record of victories is better than under section 269. It is noted 
that for the past five to ten years the tendency of the Commissioner 
has been to rely less on section 482 and more on the general 
principle of law that income is to be taxed to the person who 
earns it.” 


A RECOGNIZED CORPORATE ENTITY MAy 
ARRANGE ITs TRANSACTIONAL AFFAIRS 
in ANY WaAy It CHOOSES 


The Commissioner cannot, through the application of the busi- 
ness purpose or business activity doctrine, disregard the corporate 
entity in the organizational area if the corporation is formed for 
a business purpose and, once organized, actually carries on a 
business. This is true regardless of how strong or successful the 
taxpayer’s tax saving or avoidance motive may be. The reason for 
which the corporation is organized must be something other than 
saving taxes."*. Purchasing and exporting merchandise would, of 
course, be a valid business purpose. 

A tax saving or avoidance motive is present in every business 





43 Sherman, A Case History of Section 45, 29 Taxes 13, 17 (1951) says 
“The cases decided in the last two years, however, indicate a growing tendency 
on the part of the Commissioner to attack . . . not only under section 45 but also 
as a sham and an unreal transaction which is to be disregarded under general 
principles of law.” The tendency noted by Mr. Sherman has persisted and is 
stronger today than when he wrote. It seems doubtful that § 482 gave the 
Commissioner any power or authority which he did not already have under 
the general principles of tax law. The increasing frequency and the success 
with which he now resorts to these general principles to correct and check 
tax avoidance schemes seems to bear this out. 


™ National Investors Corporation v. Hoey, 144 F.2d 466,468 (2nd Cir. 
1944). “In other words, that the term ‘corporation’ will be interpreted to mean 
a corporation which does some ‘business’ in the ordinary meaning; and that 
escaping taxation is not ‘business’ in the ordinary meaning.” 
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transaction. No person in his right mind will consciously arrange 
a transaction so as to pay a tax where otherwise none would be 
due. 

Judge Hand in Commissioner v. National Carbide Corp. not 
only affirms the presence of the tax savings and tax avoidance 
in every business transaction but holds that it is proper: 


That is a doctrine essential to industry and commerce in a 
society like our own, in which, so far as possible, business is 
always shaped to the form best suited to keep down taxes.™ 


Having thus spoken of motive in tax transactions, it is necessary 
to add in the very same breath that: 


A good rule generally to follow is to refrain from doing a 
thing for tax reasons which would not be done except for tax 
reasons.” 


This advice is particularly cogent in present context since we are 
not dealing with a one-shot tanker or whiskey deal, but rather 
with a serious, long-term enterprise. Too much emphasis on tax 
saving tends to under-emphasize the obvious. The enterprise must 
make money before taxes become an issue. Therefore, the business 
mechanism must be a good one, a practical one, or there will be 
no taxes to pay. Motive is necessarily brought into this discussion 
simply because the Treasury has made it an issue through the 
ambivalent position it assumes in G.C.M. 25131. 

Once the corporate entity is recognized for tax purposes, the 
next question to consider is the application of the business 
purpose doctrine to the individual transactions which the company 
(whether it be a Western Hemisphere trade corporation or a 
foreign corporation) may carry on. In this case, the transactions 
consist of the purchase of personal property in the United States 
and the sale thereof in some foreign country. 

In the transactional, just as in the organizational area, a busi- 
ness purpose must be present. If the business purpose to be 
served is the sale of merchandise in a single or in a continuing 
series of transactions, the fact that the seller or the buyer or 
both have a tax purpose to serve is wholly beside the point. The 
sole inquiry is: was there a real sale? Are the terms of the sale 
real? If the answers to those two questions are in the affirmative, 
it can make no difference what the taxpayer’s motives were in 
neogotiating the particular terms. 





5 167 F.2d 304, 306 (2d Cir. 1948). 
6 Surrey & WaArREN, FEDERAL INCOME TAXATION 75 (1954). 
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On the other hand, if the parties negotiate and agree to one 
thing (for example, that title should pass to the buyer in New 
York) but by form alone make it appear as though they had 
agreed to something else (for example, that title should pass to 
the purchaser in Rio), then, of course, the sale is made in New 
York, and the income arises there regardless of the external form. 
The substance or truth in such a case would be different from the 
form of the transaction follows the realities, there is no reason 
parties that title should pass to the purchaser in Rio, and the 
form. Where there is in fact a bona fide agreement between the 
to resort to any cliché such as “substance vs. form”. Judge Hand 
in Commissioner v. Sansome referred to the easy refuge to sub- 
stance v. form as: 


recourse to such vague alternatives as “form” and “sub- 

stance”, anodynes for the pains of reasoning.” 

The question of when and where title passes in a sales trans- 
action, measured by income tax law, has been before the courts 
not only in the “source of income” cases, but also in the cases 
which deal with the year in which a gain or a loss on a sales 
transaction must be reported. In all these cases (source of in- 
come and the others), as we shall see, the first and only inquiry 
is whether there was a business purpose present which was being 
served. Was there a real sale? If the contract or agreement is a 
sham, then of course it may be disregarded. 

Regulation 111, Sec. 29.22 (c)-1 deals with inventories. 


Merchandise should be included in the inventory only if 
title thereto is vested in the taxpayer. Accordingly, the seller 
should include in his inventory goods under contract for 
sale but not yet segregated and applied to the contract and 
goods out upon consignment, but should exclude from inven- 
tory | psig sold (including containers), title to which has 
passe the raga A purchaser should include in inven- 
tory merchandise purchased (including containers), title to 
which has passed to him, although such merchandise is in 
transit or for other reasons has not been reduced to physical 
possession, but should not include goods ordered for future 
delivery, transfer of title to which has not yet been effected.™ 


Similar provisions go all the way back to the earlier regulations.’ 

Here in this Regulation, which, because of its long standing and 
the repeated reenactment of the corresponding Code Section, has 
the force of law, we have a frank and positive recognition of the 


19 





760 F.2d 931, 933 (2d Cir. 1932) 
™* LS. Treas. Reg. 111, SHAS 1 {oer 
™° U.S. Treas. Reg. 62, art. 1581 (1922). 
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passage of title doctrine. Let us study a few of the cases that have 
reached the courts under it. 

The case of Brown Lumber Co.” provides an excellent illus- 
tration of the fact that the passage of title doctrine is firmly 
anchored in federal income tax law. Moreover, it illustrates the 
thesis that given a legitimate sales transaction, the seller and buyer 
are free to make such terms of sale as they will. The time and 
place of the passage of title, as fixed—or “arranged” if you 
please—in the contract of sale or in the conduct of the parties, 
is not any less real due to the fact that the parties to the trans- 
action agree that it shall take place at one time or place rather 
than another, even though the motive as well as the result is to 
gain a tax advantage for one or both parties. 

The question is, did the title really pass when the taxpayers in 
their contract say it did? The question of why they made it pass 
when they did is one of motive. A motive to save taxes has never 
been condemned by the courts if the transaction is in substance 
what its form says it is.” The result in the Gregory case would 
have been different had the Averill Corporation been a real 
“corporation” as that term is understood in the reorganization 
sections. The Kaspare Cohn case would have produced a different 
result had the Canadian corporation been a real one rather than 
a sham. 

The facts in the Brown Lumber Co. case are: Brown, the tax- 
payer, made two contracts to purchase lumber from two separate 
sellers. In both contracts title was to pass to Brown when the 
lumber was placed aboard railroad cars. These contracts were made 
early in 1920. It was anticipated that the excess profits tax would 
be repealed, effective for the tax year 1921, which indeed it was. 

The price of lumber dropped rapidly between the date of the 
contracts and December 31, 1920. Consequently, the taxpayer was 
anxious to take the lumber into inventory at its market value at 
year’s end and claim the loss in 1920, an excess profits tax year. 





°9 B.T.A. 719 (1927). 

™ The word “arranged” as used in G.C.M. 25131 is a loaded word. A 
citizen’s duty is to pay the full tax the law requires. What the law requires 
is not always easy to ascertain, a fact attested to by the flow of something of 
over one thousand taxpayer disputes through the courts each year, to say nothing 
of the other thousands that are settled at the administrative level. 

“Over and over again courts have said that there is nothing sinister in 
so arranging one’s affairs as to keep taxes as low as possible. Everybody 
does so, rich or poor; and all do right, for nobody owes a public duty to pay 
more than the law demands: taxes are enforced exactions, not voluntary con- 
tributions. To demand more in the name of morals is mere cant.” Commissioner 
v. Newman, 159 F.2d 848, 850-51 (2d Cir. 1947), dissenting opinion, L. Hand, J. 
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The two contracts (Chesbrough and White Marble Lime Co.) 
are treated separately in the opinion. In both cases the sales were 
f.c.b. railway cars. On the first one, the Chesbrough purchase, 
part of the lumber covered in the contract had been shipped to 
Brown during the course of 1920. However, prior to December 31, 
1920, part of the lumber covered in the contract was still on hand 
in the seller’s yard. There was an exchange of letters between the 
parties, all prior to December 31, 1920, regarding this lumber. 
The court held that this correspondence showed an intention of 
the parties to modify their original agreement so that the purchaser 
would, prior to December 31, 1920, take title to the lumber then 
in the seller’s yard instead of f.o.b. cars as originally agreed upon. 
Chesbrough on or about December 29, 1920, rendered an invoice 
to the taxpayer to cover the lumber in the yard. The taxpayer on 
December 30, 1920, wrote a letter to the seller which contained 


this paragraph: 


We want you to render us a Memo invoice to correspond 
with the Memo we are enclosing. Either leave the date blank 
or date it not later than December 31, 1920, as we are putting 
this through our books at this time and taking the loss on our 
inventory.” 


This quote from the taxpayer’s letter makes his motive quite 
clear. The motive, however, was held to be immaterial. The real 
question was whether in fact and in law title really did pass to 
the purchaser prior to December 31, 1920. If it did, then the tax 
result falls into place automatically. 

The court used this language in sustaining the taxpayer against 
the Commissioner’s contention that the date upon which title 
passed to the purchaser was advanced or accelerated by arrange- 
ment in order to reduce taxes: 


We are thus led to the conclusion that it was not the inten- 
tion to pass title to the lumber in the yard at Thompson un- 
less the correspondence between the parties in the closing days 
of the year evidence such intention nothwithstanding the con- 
tract requirement that the seller load the lumber on board 
cars. Respondent urges that said letters were written for in- 
come-tax for ne and should, therefore, be disregarded. This 
position disregards the fact that men are often led to legitimate 
action by income-tax considerations. We do not understand the 
respondent's contention to be that fraudulent means of tax 
evasion was intended by the parties. Accordingly, it is not the 





** Brown Lumber Co., 9 B.T.A. 719, 723 (1927). 
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motive but the effect of the correspondence that we must con- 
sider. 


"Had the lumber been burned at any time after December 

29 could the petitioner have denied his liability therefor? We 

think not. The pr ey ge that the parties did not intend 

to pass title until there was an f.o.b. delivery must yield to the 

contrary intent expressed by the parties. [Emphasis added.] 
The situation on the White Marble Lime Co. deal was similar 
to the Chesbrough insofar as the terms of sale being f.o.b. cars. 
As to the modification of that agreement the situation was quite 
different. 

Brown Lumber Company on December 30, 1920, wrote the 
White Marble Lime Co. as follows: 

We would like to have you mail us a blanket invoice for 
the box lumber that we have on order from you. 

Enclosed you will find a Memo of the charge that we have 
put through our books. Understand we are taking a loss of 
$10.00 per M on this stuff on our inventory and we wish to 
have an invoice as a matter of record.” 


White Marble Lime Co. sent the invoice January 5, 1921, back- 
dated December 23, 1920. On February 26, 1921, they asked for pay- 
ment, adding “Lumber to cover to be marked up with your 
name.” 

The court held that any intent by the seller to modify the 
original contract came, if it came at all, after January 1, 1921. 
That the letter from the seller dated February 26, 1921, shows that 
it regarded the lumber as still belonging to it. 

The taxpayer’s motive in both situations was the same. His 
success in one and his failure in the other were unaffected by 
his motive. He succeeded in the first one because title had in fact 
passed. He failed in the second because title, as of December 
31, 1920, at any rate, had not passed. Taxpayer appealed the de- 
cision on the White Marble Lime matter. The circuit court of 
appeals sustained the Board. 

The case of Barde Steel Products Corp.” dealt with the question 
of when title to merchandise passes in a tax case. The taxpayer 
was on an accrual basis. 

Early in the year 1920, the taxpayer contracted to purchase ex- 
cess steel from United States Shipping Board. $400,000 was de- 


™ Id. at 731-32. 

“Id. at 725-26. 

™* Id. at 726. 

™ 14 B.T.A. 209 (1928). 
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posited with the seller against the purchase price. A bond in 
the amount of a half million dollars was also put up by the buyer 
to secure the seller on the price of steel. During the course of the 
year, the price of steel deteriorated so that the market price as 
of December 31, 1920, was more than a half million less than 
the contract price. 

The taxpayer recorded the contract as a liability. It entered 
the steel on its books as inventory at market value and claimed 
the loss. The Commissioner disallowed the deduction on the 
ground that title to the steel did not pass to the taxpayer in 1920. 
Since it did not own the property, the steel could not become 
inventory. 

The contract of sale contained the following clause: 


(6) All such excess steel . . . shall remain the property of the 
Seller until delivered to the Buyer as hereinafter mentioned. 
It is agreed that, for the purpose of this contract, delivery of 
said steel shall not occur until the same has been certified, 
checked and actually loaded onto cars.™ 


One of the taxpayer’s arguments was that for all intents and 
purposes, it became the owner of the steel in 1920 because it had 
advanced $400,000 cash against the purchase price. It had put up 
a bond for $500,000 more. That under the contract, it was per- 
mitted to sell the steel just as soon as the seller certified the 
amounts and location even though it was not actually loaded on 
the cars. That immediately upon certification, it sent its men to 
the yards and made yard sales of the material, thus assuming 
control over the steel. These arguments came down to the claim 
that in substance and for income tax purposes, it became the 
owner of the steel even though legal title did not actually pass 
until 1921. 

The Board of Tax Appeals, however, decided the case on the 
basis of the passage of title doctrine. Referring to Clause 6 of 
the contract quoted above, the Board said: 


We thus have the expressed equivalent of the ordinary pre- 
sumption which arises in case of f.o.b. contracts, that title does 
not pass until the seller actually loads the goods on the cars. . . 

Obviously, there is a marked difference in the weight attach- 
ing to an intent thus actually expressed and the weight to be 
accorded an intent inferentially derived, with the aid of a 
legal presumption, from the use of the letters f.o.b. Here the 
parties expressed their intent in unambiguous terms... . We 





™ Id. at 212. 
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are bound by such expression unless, as petitioner urges, other 

provisions of the contract, together with the actions of the 

parties in carrying out the contract, are in conflict with the 
import of such expression and operate to pass at least actual 
beneficial ownership to petitioner upon certification.” 

The Board then analyzed the evidence and concluded that 
there were no other provisions of the contract that showed an 
intent by the parties different from that disclosed in the quoted 
Clause 6. It concluded that the conduct of the parties was con- 
sistent with the terms of the contract. 

The case was affirmed on appeal.” The circuit court of appeals 
held that the intention of the parties expressly made in the con- 
tract binds the Commissioner and the courts, unless it can be 
found that the intent thus expressed was unreal or a sham, and 
that the true intent of the parties was other than that stated. The 
court said: 

It is elementary that title passes when the parties intend that 

it shall pass and such intention is to be gathered from con- 

tract and the conduct of the parties. Uniform Sales Act, § 18, 

Willison Sales, § 260.™ 

We add that in a tax case, it is elementary that title passes when 
and where the parties intend that it shall pass. In fact, that is 
exactly what the circuit court of appeals held in Chaplin v. 
Commissioner™ citing the Barde case. The tax year involved was 
1935. Charlie Chaplin claimed he became the owner of shares of 
United Artists stock in 1928, when they were delivered to him 
and were endorsed by him and delivered to an escrow agent pur- 
suant to a contract arrangement. In 1935, pursuant to that same 
contractual arrangement, the shares were delivered to Chaplin. 
He claimed that they became his property in 1928 and hence in- 
come to him in that year (the statute of limitations had run 
for 1928) and not in 1935 as contended by the Commissioner. The 
income involved amounted to $104,709. In upholding Chaplin, 
the court said: 


[A]s stated in an opinion of the Second Circuit determining 
the incidence of a tax on income, “it is elementary that title 
passes when the parties intend that it shall pass and such in- 
tention is to be gathered from the contract and conduct of 
the parties.” 





™ Id. at 217. 

40 F.2d 412 (2d Cir. 1930). 
™ Td. at 414. 

2 136 F.2d 298 (9th Cir. 1943). 
8 Id. at 301. 
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The much cited case of Lucas v. North Texas Lumber Co.” 
went all the way to the Supreme Court™ with an intermediate 
stop in the Fifth Circuit Court of Appeals.™ 

The taxpayer was on an accrual basis. On December 27, 1916, 
it gave Southern Pine Company a ten day option to purchase its 
timber lands for a specified price. On that same day, title was 
examined and found satisfactory by the purchaser. On December 
30, 1916, Southern Pine notified the taxpayer that it was exercising 
the option and declared itself ready to close the transaction and 
pay the purchase price “as soon as the papers were prepared”. 
The purchaser was at all times solvent and financially able to 
carry out the purchase. On that day, the taxpayer stopped work 
on a sawmill it was building on the property and withdrew its 
personnel entirely from the property and never went back. On 
January 5, 1917, the papers which were required to pass title to 
the property to the buyer were delivered, the purchase price was 
paid, and the transaction was closed. Taxpayer reported the in- 
come from the sale on its 1916 return. The Commissioner de- 
termined that the income was realized in 1917 and assessed a 
deficiency for that year. 

The taxpayer wanted the income in 1916 because the rates 
were lower in that year than they were for 1917. Moreover, an 
excess profits tax was in force for the latter year. 

The Commissioner’s position was that legal title to the property 
did not pass from the seller to the buyer in 1916, hence there 
was no sale in that year. That the sale took place as the parties 
intended it should, “as soon as the papers were prepared”, which 
event did not happen until January 5, 1917. 

That the taxpayer had a motive of decreasing what were finally 
determined to be his 1917 income taxes cannot be denied. He 
failed, however, not because of his motive, but simply because 
title did not pass in 1916. Motives being the same, had title passed 
in 1916, his total taxes for the two years would have been less. 

There was in this case a legitimate business purpose to be 
accomplished, to-wit: the sale of the timber land. Had the taxpayer 
been able to arrange the sales transaction so that the title to the 
property had actually passed to the buyer five days earlier, its 
taxes would have been less. 





™7 B.T.A. 1193 (1927). 
™ 281 U.S. 11 (1930). 
™ 30 F.2d 680 (5th Cir. 1929). 
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In the case of Amtorg Trading Corp. v. Higgins,™ the court 
dealt with the Commissioner’s contention that he was not bound 
. by the contract between the seller and the buyer as to when and 
where title to merchandise moving in international trade passed 
from one party to the other. 

This was a suit for refund of excise taxes paid by Amtorg on 

matches which were manufactured in Russia and which, it con- 
tended, it had sold to Northam f.o.b. Leningrad. 
4 A background fact of this case is that Amtorg was a resident 
j foreign corporation. Only such part of its income as was derived 
; from United States sources was subject to United States income 
tax. Therefore, if it could arrange its sales so that the American 
purchasers of the merchandise which it was in the business of 
importing could be induced to take title outside the United States, 
the income resulting from that transaction would not be taxable 
in the United States or in any other jurisdiction. The income tax 
question was not in this case. It was not, however, very far in the 
background. 

Amtorg, like any other importer or exporter, had the choice 
of offering its goods for sale f.o.b. Leningrad or any other point 
between the point of origin and the point of ultimate destina- 
tion. Its tax liability to the United States was grossly affected by 
that choice. Naturally it would not sell f.o.b. New York and pay 
an income tax as well as an excise tax to the United States if it 
could induce a buyer to purchase f.o.b. Leningrad, Hamburg, 
Rotterdam, or some other point beyond the United States’ taxing 
orbit. 

Here was a legitimate business transaction with a business 
purpose to be served, namely, the sale of matches to Northam. 
Does the presence of a motive to save taxes by making the sale 
f.o.b. Leningrad rather than f.o.b. New York vitiate the transaction 
in any way? Certainly not. The only question is, where, in fact, 
did the sale take place? The motive for making the contract of 
: sale as it was actually made is without tax significance. The 
& question is the legal effect of the contract that was actually made. 
| Was it a real contract or just a sham? The written contract between 











8 Vi 


Amtorg and Northam did not say specifically where title was to 
pass from the seller to the buyer. It simply said that the price 
was f.o.b. Leningrad. 

The district court held that as between Amtorg and Northam 
title passed in Leningrad, but that with the Commissioner, “for 


* 150 F.2d 536 (2d Cir. 1945). 
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tax purposes title in the United States was held by Amtorg”. 
Judge Frank spoke for the Second Circuit Court of Appeals, stat- 
ing in part: 
It is evident from a reading of the contract and a look at the 
actions of the parties that either of the two possible interpre- 
tations as to when the “sale” took place can be supported. 
Where there is evidence to support what amounts to a finding 
of fact, we cannot reverse the lower court. But the District 
Judge's opinion contains statements which indicate that he 
applied an incorrect rule of law. He stated: “If this action 
were as between Amtorg and Northam, the contention raised 
by Amtorg that title passed at Leningrad or Hamburg might 
be well substantiated. The cases cited by Amtorg might be 
applicable to that holding. Based upon the facts before me. 
it seems it would be a strained interpretation to make that 
finding as between Amtorg and the Government. The facts 
before me are indicative that for tax purposes title in the 
United States was held by Amtorg. The presumption of title 
which Amtorg claims under the agreement is not conclusive 
and may well be vitiated by the actions of the parties thereto.” 
We are in complete agreement with the District Judge that 
the “presumption” is not conclusive, as we stated above. But 
we cannot agree that the test is any different in the instant 
case from what it would be if the issue here were between 


Northam and Amtorg.™ 


In other words, title passed as between Northam and Amtorg 
in Leningrad according to the sales agreement, and the Commis- 
sioner must respect this for tax purposes. 

The fact that Amtorg as a resident foreign corporation had a 
huge establishment in this country is without significance in terms 
of the source of its income. Nor is the fact that the negotiations 
which led up to the contract took place in New York of any tax 
consequence whatsoever. The final fact that the contract was 
signed in New York is without tax significance. The fact that Am- 
torg collected or had the right to collect the purchase price from 
Northam in New York is immaterial. The sole criterion in the law 
which bears on the source of income arising from the sale of 
merchandise purchased within or without the United States and 
sold within or without is: where did title pass, assuming a real 
and not a simulated sales transaction? If a sale is bona fide, the 
place where it is made is to be determined by the intent of the 
parties. 





%* Amtorg Trading Corp. v. Higgins, 58 F. Supp. 56, 61 (S.D.N.Y. 


1944). 
*° Amtorg Trading Corp. v. Higgins, 150 F.2d 536, 539 (2d Cir. 1945). 
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Does this review of the case law dispose of the problem? What 
about General Counsel’s Memorandum 25131, which states that 
these cases have established the general rule but that the Com- 
missioner is not always going to apply it? The Ruling says in 
effect that if there is no tax saving motive present, the general 
rule is good enough, but “where the sales transaction is arranged 
in a particular manner for the primary purpose of tax avoid- 
ance,” a different rule will apply. On what source does Treasury 
draw for authority to ignore or disregard the law as established by 
the courts? 


WEIGHT AND EFFECT TO BE GIVEN A GENERAL COUNSEL’S 
MEMORANDUM 


It is not necessary to go to great lengths in order to assess the 
weight to be given a Treasury Department Ruling™ for the pur- 
pose of illustrating the weakness of any attempt on the part of 
the Commissioner to rely upon General Counsel’s Memorandum 
25131 in connection with the assessment of United States income 
tax arising out of sales made by a foreign subsidiary or a Western 
Hemisphere trade corporation where title has in truth and in 
fact passed outside the United States. In G.C.M. 25131 the 
Treasury says that where a tax saving motive is discovered, it is 
going to erect an exception to the passage of title doctrine and 
will determine the source of income, and assess a United States 
income tax, depending upon where it finds certain activities of 
the taxpayer were carried on. The factors which it will notice are: 
(a) the place where negotiations are carried on; (b) the place 
of execution of the agreement; (c) the location of the property, 
and (d) the place of payment and all other factors. The Treasury 
is going to examine these four activities and “all factors of the 
transaction” not for the purpose of determining where title passed 
but to determine where “the substance of the sale occurred”. When 
it finally discovers where the substance of the sale occurred, it 
will make still another determination that the sale was there con- 
summated. This process appears to be quite a wide swing from 
what the law actually is. 





“Commissioner has had singularly poor luck in discouraging split-ups 
through the application of the “principal purpose” tests of section 369. There 
appears to be no reason to think his fortune will change at the hands of the 
courts if he attempts to rearrange sales transactions for taxpayers under the 
authority of G.C.M. 25131. 

™ In United States v. Bennett, 186 F.2d 407, 410 (5th Cir. 1951) it is 
said with reference to a Treas Ruling that they are ‘made to order for 
the commissioner by his legal staff, and have no more binding or legal force 
than the opinion of any other lawyer. . . . 
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Except and only to the extent that the “place of negotiations, 
execution of the contract, place of execution of the contract of 
sale, location of the property and the place of payment” reveal 
the true intention of the parties as to when and where title to, 
and legal ownership of the goods passed from, the seller to the 
buyer, they are immaterial in determining where a sale is made. 
The Treasury cannot otherwise make into material or controlling 
factors, either by the issuance of the G.C.M. in the first place or 
by the Commissioner telling the Revenue agents to apply it in 
the second place, events that have no significance in terms of 
where a sale is made when the true, actual intention of the parties 
is clearly established in the sales contract. 

The only way the substantive law, as established by the cases, 
can be changed is by Congress, or by the courts. 

The following cases may serve to illustrate this point: 

In H. L. McBride,” the court with respect to the legal effect to 
be given a departmental ruling, said: 


The cases are clear that such a departmental ruling has no 
binding or legal effect and may be eau or ignored, either 
prospectively or retroactively. Biddle v. Commissioner, 302 U.S. 
573; United States v. Bennett, (C.A. 5) 186 F. 2d 407; Langstaff 
v. Lucas, (W.D., Ky.) 9 F. 2d 691, affirmed per curiam (C.A. 
6) 13 F. 1022, certiorari denied 273 U.S. 721; Hirshon v. United 
States, (Ct. Cl.) 116 F. Supp. 185; Southern Maryland Agricul- 
tural Fair Association, 40 BTA 549, and many others. This 
Court long ago said in James Couzens, 11 BTA 1040, 1156: 
as to the effect of the departmental orders, we are of the 
opinion that they may not go so far as either to impose 
upon a taxpayer more than his statutory tax or to relieve 
him from its full burden... . 
And, more recently in Keystone Automobile Club, 12 T.C. 
1038, 1047, affd. (C.A.3) 181 F. 2d 402: “No basis exists for 
limiting the action of respondent [the commissioner] under 
the doctrine of estoppel where appropriate enforcement of 
the law requires a change of position on his part.” 


The United States Supreme Court in Helvering v. N. Y. Trust 


Co., referred to the cautionary notice published in the bulletins 
containing the rulings and stated that the rulings had none of 
the force or effect of Treasury decisions and did not commit the 
Department to any interpretation of the law. 

With respect specifically to General Counsel’s Memoranda the 


court in Bedford Mills, Inc. v. United States,“ had this to say: 





73 T.C. 901, 910 (1955). 
292 ULS. 455 (1934). 
“77 Ct. Cl. 190, 198, 2 F. Supp. 769, 772 (1933). 
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G.C.M. 9401, supra, was not a regulation by the Commissioner 
of Internal Revenue with the approval of the Secretary of the 
Treasury as required by the statute, and, nothwithstanding the 
respect which we entertain for the opinions of the general 
counsel of the Bureau of Internal Revenue the court cannot 
give the memorandum 9401 the force and effect of a regula- 
tion under the statute. 


It is the function of departmental rulings to serve as aids in in- 
terpreting ambiguous provisions of the taxing statutes, and it is 
in no way the office of such rulings to create law in and of them- 
selves. 

The question of where a sale is made, i.e., where and when 
ownership of the goods pass from the seller to the buyer is ex- 
clusively a question of the true intention of the parties. That 
intention like any other material fact must be established by 
proof. The taxpayer, if he says the true intention is expressed in 
the contract, must be prepared to bring his customer into court, 
in the extreme situation, and convince the judge that indeed such 
is the case. The burden of proof is on the taxpayer. Once in court 
however, the Commissioner is an ordinary litigant and as such 
is subject to the same rules of evidence as any other. His mere 
assertion, by what is essentially a bootstrap operation, that he has 
determined that the sale took place in the United States, measured 
by the Treasury’s G.C.M., may not stand up regardless of how 
much United States tax is saved by a Western Hemisphere trade 
corporation or postponed by a foreign corporation. 


Is THERE ANy STATUTORY BASIS FOR THE 
DISREGARD OF THE PASSAGE OF TITLE TEST? 


The next question presented is, upon what basis may the Com- 
missioner disregard the passage of title doctrine. In other words, 
on what section of the Internal Revenue Code may the Com- 
missioner rely. His power and authority in this behalf is necessarily 
limited by the statutes, the decisions of the courts which construe 
them, and by the regulations, if they are not in conflict with tie 
decisions and the statute. Our inquiry is centered around those 
sections of the Code which deal with taxes based on income from 
sources within or without the United States. To determine the 
source of income, the Code provides in section 862 (a) (6) as 
follows: 


(a) GROSS INCOME FROM SOURCES WITHOUT THE 
UNITED STATES.—The following items of gross income 
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shall be treated as income from sources without the United 
States: 


(6) Gains, profits, and income derived from the purchase of 
personal property within the United States and its sale without 
the United States.“ 

The term with which we are concerned in the above section is 
“sale” and this has been interpreted by the Treasury Department 
in Regulations 118, sec. 39.119 (a)-6, which interpreted the cor- 
responding section of the earlier Code, and which provided as 
follows: 


Income derived from the purchase and sale of personal proper- 

ty shall be treated as derived entirely from the country in 

which sold. . . . The “country in which sold” ordinarily 

means the place where the property is marketed. 

As of this writing, the above regulation is still in effect. There- 
fore it will be applicable to all transactions concluded prior to 
its repeal or modification. 

In what country are the goods “sold” when there is a cycle or 
a series of activities, all of which are designed to produce a sale, 
some of which may take place in one country and some in an- 
other? 

Suppose a salesman calls upon a customer in Bogota, writes up 
an order, sends the order to a branch office of the seller in Caracas 
where it is accepted by the seller, and the purchaser notified of 
that fact. The order is then sent to the Chicago office of the seller 
for processing. The goods are shipped from New York. They are 
invoiced from Chicago. Drafts are prepared by the forwarder in 
New York. By him the draft is attached to the order of shipper 
bill of lading and delivered to a New York bank, through whom 
the documents are sent to a bank in Bogota for endorsement and 
delivery to the customer, if and when he pays the draft. Where 
was the sale made? In what country were the goods “sold” and in 
what country was the “property marketed”? Assume in this 
example a good faith, bona fide agreement of the parties that the 
purchaser would become the owner of the goods at the Baran- 
quilla “ex ships tackle, no arrival no sale”. 

Obviously it cannot be said that the sale took place in the sev- 
eral places or countries which the transaction touched. One point 
in the cycle must be picked out. The courts have done that. The 


** Int. Rev. Cope oF 1954, § 862(a) (6). 
“LLS. Treas. Reg. 118, § 39'119(4).6 (1953). 
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Treasury in its regulation has done likewise in quite a vague way. 

“Marketed” is a word like sale with a component of many activities. 
The courts have interpreted section 119(e), to which the term 

“marketed” relates, and held that the passage of title controls. 

Elston Co.“ is a case within the thrust of the East Coast Oil and 
Hazelton decisions. In this case the foreign corporation was recog- 
nized as a valid entity for tax purposes, thereby leaving the place 
of sale to be settled by the passage of title doctrine. 

The issue in the case was whether O’Brien & Williams, a Mon- 
treal firm of brokers and dealers in securities, Craig, Ballantyne & 
Co., also brokers and dealers in Montreal, and the monetary cor- 
poration (who purchased the bonds from the taxpayers and subse- 
quently sold them in the United States) were in fact purchasers 
on their own account or were really acting as agents of the tax- 
payers in the subsequent sale of said bonds to United States resi- 
dents: 


Here, the personal property was ordinary coupon bonds pay- 
able to bearer, and title to the bonds passed where the bonds 
were delivered from the vendors to the vendees.™ 


After quoting section 119(e) (section 862 (a) (6) of the 1954 Code) 
the court said: 


The words “the country in which sold’, as used in subsection 

(e) mean the country in which title to the personal propert 

— from the vendor to the vendee. [Citing East Coast Oil, 
azelton and Ardbern.] 


PROPOSED REGULATIONS UNDER SECTIONS 
861-864 oF THE 1954 CopDE 


On May 1, 1956 Proposed Regulations covering these sections 
of the 1954 Code were issued. The section dealing with sale of 
personal property is as follows: 


Sec. 1.861-7. Sale of personal property.— (a) General. Gains, 
profits, and income derived from the purchase and sale of 
personal property shall be treated as derived entirely from 
the country in which the property is sold. .. . 


(c) Country in which sold. For the purposes of sections 861 
to 864, inclusive, sale of personal property shall be deemed to 
have occurred at the time when, and the place where, the 
rights, title, and interest of the seller in the property are trans- 





“ 42 B.T.A. 208 (1940). 


8 Id. at 214. 
™ Ibid. 
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ferred to the buyer. Generally, the time and place of the 
transfer depend upon the intention of the parties. For the 
purpose of ascertaining this intention, consideration shall be 
given to all of the circumstances of the sale, including the 
terms of the contract, the —_ of the trade, and the conduct 
of the parties. Ordinarily, the sale shall be deemed to have 
been consummated at the place where the substance of the 
sale occurred. Where bare legal title is retained by the seller, 
the sale shall be deemed to have occurred at the time and place 
of Dy a to the buyer of beneficial ownership. [Emphasis 
added. ] 


Sec. 862-1. Income specifically from sources without the 
United States—(a) Gross income. The following items of 
gross income shall be treated as income from sources without 
the United States: 


(6) Gains, profits, and income derived from the purchase 
of personal property within the United States and its sale 
without the United States. . . . For determining the time 
and place of sale of personal property for purposes of this 
subparagraph, see paragraph (c) of § 1.861-7. 

The Proposed Regulations, by the inclusion of the sentence 
“ordinarily, the sale shall be deemed to have been consummated 
at the place where the substance of the sale occurs”,” while at the 
same time adopting the passage of title test set forth in the first 
sentence of the same paragraph, fall into the same unhappy pos- 
ture as that assumed by G.C.M. 25131. Does the Treasury believe 
in the passage of title doctrine or not? It appears to be trying to 
mount two war horses at the same time, each going in opposite 
directions. 

A test such as that proposed in the sentence quoted from the Pro- 
posed Regulation would seem to be discredited by the courts. The 
opinion in the Balanovski case refers to a substance test as “vague”. 
It is obviously open to subjective application by the Commissioner. 
Furthermore, the courts as well as the Treasury have held that the 
substance of the sale takes place when title passes. 


The substance as weil as the p se of such purchases and 
sales is passage of the property in the goods. In the overwhelm- 
ing majority of cases the goods pass into the physcial possession 
of the purchaser, and the transaction is not regarded as com- 
plete until the purchaser controls the goods.” 





% The substance of the sale is the change in the ownership of the goods. 
G.C.M. 13475, XIII-2 Cum. Butt. 224 (1994). 

™ G.C.M. 13475, Id. at 225. This G.C.M. was modified but not revoked by 
G.C.M. 25131. 
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That statement makes sense. But the story that the place of nego- 
tiation of the business, the place of execution of the contract, the 
place of collection of the purchase price and the physical location 
of the goods while the first three events are taking place, have any 
significance whatsoever except for the bearing they may have as to 
the intention of the parties as to when and where title is to pass 
when said intention is not expressly stated, is not one to be gleaned 
from the law books. 

The courts have held in a long series of litigation that the place 
of negotiation,” the place of execution of the contract,™ the place 
of payment,™ and the location of the property” during the interim, 
are without tax significance. Is it possible that the Treasury has 
the legal power to make them significant despite the decided cases, 
by a ruling of its own confection? 


THE PRIMARY PURPOSE OF TAX AVOIDANCE TEST 


The Treasury indicates in G.C.M. 2513] that whenever it finds 
that the sales transaction is arranged in a particular manner for 
the primary purpose of tax avoidance, it will abandon the statute 
($861 (a) (6)), the Regulations, and the judge-made law that has 
developed under them. 

This means that in the first instance at least, the Revenue agents 
must decide whether or not the primary motive of the taxpayer 
in making his sales on a delivered basis “‘ex-ship’s tackle, no arrival 
no sale, port of entry purchaser’s country” was for the primary 
purpose of avoiding taxes. Ultimately that issue may reach the 
courts. If it does, how will it be resolved? Motive and purpose 
are questions of fact, the answers to which dwell in the subjective 
state of mind of the taxpayer. The presence of any motive other 





ene any doubt the sales transaction in the following cases was 
“arranged in a particular manner” out of tax saving motives, in the sense that 
title to the goods was made to pass to the purchaser outside this country when 
it scot have been made to pass to the purchaser in this country just as well. 


lace of negotiation was held to be without significance: t Coast Oil 

Co. .A., 31 B.T.A. 558 (1954); Ronrico Corp., 44 B.T.A. 1130, 1134 (1941), 
“at the outset, we may discard as without significance . . . Oat ne penton 
. . transpired in this country”; Anglo-Mexican Petroleum Co 1937 


B.T.A. Mem. Dec. @ 37353; Exolon Co., 45 B.T.A. 844 (1941); p Fad 
Werke, A. G. v. Helvering, 96 F.2d 717 (De Cir. 1938). 
* East Coast Oil and  Reasine Corp., supra note 152. 
™ East Coast Oil, Ronrico Corp., Askania Werke, Exolon, supra note 152, 
Ardbern Co., 41 B.T.A. 910 (1940); Piedras aa Broadcasting Co., 43 
B.T.A. _ (1941), aff'd, 127 F.2d 260 (5th Cir. 1942). 

In Compania General de Tabacos Case (discussion of this case pages 91 
and 92 and note 46 the court said: “[WJe think it wee i whether the 
merchandise sold was exported before or after its sale. . . .” 279 U.S. 306, 309 
(1929). In that case the goods were in the United States at the time confirma- 
tion of the sale was souk in the Phillippines. 
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than saving taxes will very likely defeat the Commissioner here just 
as has been the case with the “principal purpose” test under sec- 
tion 269. Where more than one purpose for doing a thing in a 
particular way exists, it is difficult, if not impossible, to determine 
which is the primary, or principal purpose, or which outweighs the 
other. A purpose cannot be the primary one unless it can be said 
that the transaction would not have been undertaken at all in its 
absence. Millions of dollars worth of goods are sold on a delivered 
basis both within and without the United States without any tax 
overtone whatsoever. How can it be said that sales of goods in 
international commerce are made on a delivered basis only because 
it is possible to save or postpone taxes by so doing? The history 
of the development of the maritime bill of lading first as a receipt 
for the goods and finally as an instrument of credit shows that, sale 
of goods on a delivered basis is traditional in international com- 
merce. 


CONCLUSIONS 


On the basis of the material offered in this paper certain con- 
clusions seem warranted. 

First. The Treasury in G.C.M. 25131 states that it will follow 
the passage of title rule as settled in East Coast Oil case. The East 
Coast Oil case was undoubtedly one where the sale was arranged in 
a particular manner in the sense that the taxpayer exercised a choice 
between passing title to the purchaser in Tampico instead of Gal- 
veston. Undoubtedly the decision of the taxpayer in this respect 
was influenced by the fact that if it surrendered ownership of the 
oil to the purchaser in Tampico, the resulting profits would be sub- 
ject to no income tax in Mexico because there was none. The 
United States income tax on the profits arising from the sales 
transaction would be postponed until the Mexican company paid 
a dividend. 

The Commissioner acquiesced in this decision. G.C.M. 25131 
says that the holding in the case would be followed as a general 
rule but that where the sales transaction is arranged in a particular 
manner for the primary purpose of tax avoidance, a different test 
would be applied. 

It is obvious that the tax saving motive was an element in the 
taxpayer’s conduct in the East Coast Oil case, as it had a perfect 
legal and moral right to be. The only way the Commissioner’s ac- 
quiescence can be reconciled with the obvious facts before the court 
in that case and the exception which is stated in G.C.M. 25131, is 
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on the basis that while the tax avoidance motive was present in the 
case, tax avoidance was not the primary purpose of arranging the 
sale so that it took place in Tampico instead of Galveston. If this is 
the explanation of the phenomenon just described, then to that 
extent G.C.M. 25131 is understandable. It is no doubt true that 
the sales in the East Coast Oil case were real. The primary object 
of the taxpayer in making the transactions was to exchange oil for 
money. A proper business objective was being served. Consequent- 
ly the taxpayer was entitled to arrange the transaction in any way 
it desired. It could and did exercise its free business choice in 
negotiating the sales contract so that ownership of the oil changed 
at Tampico instead of Houston. The fact that a tax advantage 
was gained thereby is purely incidental and without tax conse- 
quences. 

The only other way G.C.M. 25131, particularly the exception, 
can be reconciled with the East Coast Oil case and the Commis- 
sioner’s acquiescence is on the basis that G.C.M. 25131 applies only 
in the organizational area, and then only to the Kaspare Cohn Inc. 
type of situation where the corporate entity of the taxpayer was 
disregarded because it was a sham. Indeed the only legal authority 
cited in G.C.M. 25131, in support of the exception, is that case. 

Second. The passage of title doctrine is firmly lodged in the law. 
The courts have established as the exclusive test for determining 
where a sale is made, the place where the legal ownership changes. 
The ownership change is determined by the intent of the parties. 
If the contract of sale by express terms discloses the intention of 
the parties as to when and where title is to pass, that settles the 
question and the parties, as well as the Commissioner are bound 
thereby. If the intention thus expressed is not real; if the parties 
write one thing in their contract but really agree, t.e., intend, some- 
thing different, then the tax result is not determined by such a 
writing. In such a case all factors of the transaction will be exam- 
ined, not for the purpose of determining where the negotiations, 
the execution of the contract, or payment took place, or where the 
property was located, but for the purpose of determining what 
the real, in contrast to the feigned, intention of the parties was 
as to where and when title should pass. 

The Treasury cannot make the place of negotiation, signing of 
the contract, place of collection or the location of the property, 
determinative of the place of sale in the face of the fact that the 
courts have held them to be immaterial, and have established the 
passage of title as the sole test. Only to the extent that these events 
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(negotiations, place of signing of the contract, place of payment, 
and location of the property) shed light on the intention of the 
parties in a case where intention is not expressly stated or where the 
stated intention is not real, are the enumerated factors of any sig- 
nificance, and then only to the extent that they reveal the real in- 
tention of the parties as to when and where they intended title to 
pass. 

The Treasury cannot by its departmental rulings create law. 
The activities test contained in the exception to the passage of title 
doctrine as stated in G.C.M. 25131 has no basis in law and the 
courts will have no reason to follow it. 

Third. There are abundant practical reasons for carrying on 
the negotiations, signing the contracts, having goods abroad close 
to the markets, collecting abroad and having as many other activi- 
ties within the foreign markets as possible. The real reason for so 
doing is that it helps the business. Foreign markets cannot be 
obtained, retained or expanded except by going abroad and there 
conducting the business. The days of simple exporting are passed. 
Sears Roebuck’s experience is an example of a firm moving into 
the market, in fact, creating markets. 

In order to avoid a conflict with the Commissioner, it is highly 
desirable that the business be negotiated abroad, the orders ac- 
cepted abroad, and collections made abroad. The sale should not 
be completed until the goods reach their destination. 

In view of the necessity of establishing the separate entity of the 
subsidiary, if it is a foreign corporation, it should be organized in 
a country where there is business to be done. The company should 
carry on within that country the business for which it is organized 
regardless of what or how much it does elsewhere. 


Fourth. The Commissioner seems unhappy with the fact that 
foreign corporations are taxed only on income derived from United 
States sources. National Paper and Type Co.™ case had this same 
feeling. The policy considerations which support the special classifi- 
cation of foreign corporations were well understood by Congress 
and were confirmed by the courts. The continued extension of 
United States law extraterritorially is poor policy. Foreign coun- 
tries resent it, and properly so. The sound principle of taxation is 
to tax income but once, and then in the country where it is earned. 

Fifth. Congress, of course, can amend the law and tax foreign 
corporations and Western Hemisphere trade corporations differ- 
ently from the way they are now taxed. Treasury cannot do that 





’ ™ Supra note 99. 
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January] 
through G.C.M. 25131. The courts seem quite satisfied with the 
passage of title doctrine as a legal principle applicable alike to the 
several fields of law, including taxation. 
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A STUDY OF THE WISCONSIN EMPLOYMENT PEACE 
ACT—PART III—UNFAIR LABOR PRACTICES* 


I 
PROCEDURE 


Any party in interest’ may file a complaint with the Wisconsin 
Employment Relations Board’ alleging that a person has engaged 
or is engaging in an unfair labor practice." The complaint must 
include: 


(a) The full name and address of the person making the 
complaint (complainant) .. . 

(b) The full name and address of the person against whom the 
complaint is made (respondent). . . 

(c) A clear and concise statement of the facts constituting the 
alleged unfair labor practice or practices, including the 
time and place of occurrence of the particular acts and 
the names of persons involved.* 


The Board, upon request, will provide a form for filing of com- 
plaints. Board rule 2.01 requires that “Five additional copies of 
the complaint shall be filed.” The Board will serve copies of the 
complaint upon the parties in interest together with a notice of 
hearing.” 

An answer to the complaint must be served within eight days 
after mailing of the complaint by the Board.’ The original and 
three copies of the answer must be signed and filed with the 
Board. The respondent must also serve a copy upon each of the 
parties." 

Motions made before or after the unfair labor practice hearing 
must be in writing. Motions made at the hearing may be oral and 





*The first two articles in this series dealing with the selection of col- 
lective bargaining representatives and union security appear at 1956 Wis. L 
Rev. 283 and 1956 Wis. L. Rev. 481. 

*E.R.B. 2.01. E.R.B. 2.09 provides: “Any person claiming interest in the 
dispute or controversy may be made a party upon application and a showing 
satisfactory to the Board of their interest in the controversy. 

Stet referred to as the Board. 
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will be included in the stenographic report of the hearing. An 
original and three signed copies of any motion required to be in 
writing must be filed with the Board. Copies of the motion must 
also be served upon each of the other parties.’ 


Applications for the issuance of subpoenas requiring the 
attendance of witnesses and the production of any evidence 
... within the scope of the hearing, may be filed by any party 
to the proceeding with the Board or, during the hearing, with 
the commissioner or examiner. Such application shall specify 
the name of the witness and the nature of the facts to be proved 
by him and must specify the documents, the production of 
which is desired, in such particularity as will enable them to 
be identified for the purposes of production.’ 


An opportunity for oral argument at the end of a hearing is 
afforded any party to the proceeding. “In hearings conducted by 
a commissioner or examiner, any party in interest who desires the 
privilege of oral argument before the Board as a body, shall make 
such request before the close of the hearing.”” “Any party in inter- 
est who desires to file a brief after the hearing shall do so within 
such time as shall be fixed by the commissioner or examiner con- 
ducting such hearing.”” 


II 
EMPLOYE UNFAIR LABOR PRACTICES 


The Employment Peace Act* enumerates twelve employe unfair 
labor practices.” The enumerated acts constitute unfair labor 





SE.R.B. 2.07. 

°E.R.B. 2.11. 

"ERB. 2.17. 

"ERB. 2.18. 

” Hereinafter referred to as the Act. 

® Wis. Stat. § 111.06(2),(3) (1955) provide that: 
“(2) It shall be an unfair labor practice for an employe individually or in 
concert with others: 
(a) To coerce or intimidate an employe in the enjoyment of his legal 
rights, including those guaranteed in section 111.04, or to intimidate 
his family, picket his domicile, or injure the person or property of such 
employe or his family. 
(b) To coerce, intimidate or induce any employer to interfere with 
any of his employes in the enjoyment of their legal rights, including 
those guaranteed in section 111.04, or to engage in any practice with 
regard to his employes which would constitute an unfair labor practice 
if undertaken by him on his own initiative. 
(c) To violate the terms of a collective bargaining agreement (in- 
cluding an agreement to accept an arbitration award). 
(d) To refuse or fail to recognize or accept as conclusive of any issue 
in any controversy as to employment relations the final determination 

(after appeal, if any) of any unal having competent jurisdiction of 




















































138 WISCONSIN LAW REVIEW [Vol. 1957 


practices even though they do not have the prescribed effect.” 
Because a given fact situation can result in several alleged unfair 
labor practices, an effort has been made to group the cases under 
a factual, rather than statutory, frame of reference. 


A. Interference with production in the absence of a strike 


The Act makes it an unfair labor practice for employes “to 
engage in any concerted effort to interfere with production except 
by leaving the premises in an orderly manner for the purpose of 





the same or whose jurisdiction the employes or their representatives 
accepted. 

(e) To co-operate in engaging in, promoting or inducing picketing (not 
constituting an exercise of constitutionally guaranteed free speech), 
boycotting or any other overt concomitant of a strike unless a ma- 
jority in a collective bargaining unit of the employes of an employer 
against whom such acts are primarily directed have voted by secret 
ballot to call a strike. 

(f) To hinder or prevent, by mass picketing, threats, intimidation, force 
or coercion of any kind the pursuit of any Yawful work or employment. 
or to obstruct or interfere with entrance to or egress from any place of 
employment, or to obstruct or interfere with free and uninterrupted use 
of public roads, streets, highways, railways, airports, or other ways 
of travel or conveyance. 

(g) To engage in a secondary boycott; or to hinder or prevent, by 
threats, intimidation, force, coercion or sabotage, the obtaining, use or 
disposition of materials, equipment or services; or to combine or con- 
spire to hinder or prevent, by any reason whatsoever, the obtaining, use 
or disposition of materials, equipment or services, provided, however, 
that nothing herein shall prevent sympathetic strikes in support of 
a in similar occupations working for other employers in the same 
crait. 

(h) To take unauthorized possession of property of the employer or 
to engage in any concerted effort to interfere with production except 
by leaving the premises in an orderly manner for the purpose of going 
on strike. 

(i) a fail to give the notice of intention to strike provided in section 


(j) To commit any crime or misdemeanor in connection with any con- 
troversy as to employment relations. 

(1) To engage in, promote or induce a jurisdictional strike. 

(m) To coerce or intimidate an employer working at the same trade of 
his employes to induce him to become a member of the labor organ- 
ization of which they are members, permissible pursuant to section 
111.06 (1) (b). 

“*(3) It shall be an unfair labor practice for any person to do or cause to 
be done on behalf of or in the interest of employers or employes, or in 
connection with or to influence the outcome of any controversy as to 
employment relations any act prohibited by subsections (1) and (2) 
of this section.” 

* Christoffel v. Wisconsin E. R. Board, 243 Wis. 332, 10 N.W.2d 197 
(1943). This case should be viewed together with Fox River Motor Sales, 
Inc., . No. 1173 (1946) where it was held that a union representative had 
not coerced certain employes into joining the union even though the evidence 
showed that the employes had signed application cards after drinking with 
the union representative in a bar. 
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going on strike.”” The leading decision under this section of the 
Act is the Briggs & Stratton case“ which held that a series of 
“quickie” union meetings called during working hours, intended 
to exert pressure upon the employer with whom the union was 
then negotiating, violated the Act. Similarly, it was held in the 
Stolper Steel case” that a union “slowdown” violated the Act. And 
a union by-law imposing production standards upon its members, 
which was enforceable by suspension from the union, also violated 
section 111.06 (2) (h).” 

A violation of the Act will be found where picketing prevents 
entry or exit from a struck plant on the theory that such picketing 
constitutes “unauthorized possession.” 


B. Violation of a collective bargaining contract 


One of the unusual features of the Act is its provision making 
it an unfair labor practice “to violate the terms of a collective 
bargaining agreement (including an agreement to accept an arbi- 
tration award).”” An illegal provision in a collective bargaining 
contract, of course, will not be enforced by the Board;" however, 
an oral agreement is enforceable.” 

Violations of the Act have been found where the union went 
out on strike in violation of a no strike clause;* and a strike follow- 
ing an impasse in bargaining over wages violates the Act where 





*See Wis. Stat. § 111.06(2)(h) (1955) reprinted in note 13 su 

* International Union v. Wisconsin E. R. Board, 250 Wis. 550, 9 
N.W.2d 875 (1946), aff'd 336 U.S. 245 (1949). For definitions of a strike 
see: West Allis Foundry Co. v. Ban ng 186 Wis. 24, 38-39, 202 N.W. 302, 
308 (1925) ee tan ; Walter W. Oeceflein, Inc. v. State, 177 
Wis. 394, 399-400, 188 N.W. 633, 9} (1922). Cf. Home Lumber and Im- 
provement Co., Dec. No. 3304 (1952), aff'd Dane Cty. Cir. Ct. (1953). 

* International Union v. Wisconsin E. R. Board, 258 Wis. 481, 46 N.W.2d 
185 (1950). The court pointed out: “The legislature has not defined ‘produc- 
tion’ in the Employment Peace Act. For lack of such legislative definition we 
can only, consider production as that volume which was being freely a + 
ont Oo) acts or interference complained of.” Id. at 492, 46 N.W 
at 

* American Dry Cleaners, Dec. Nos. 2723, 2724, 2732 & 2734 (1951). It 
should be noted that the collective bargaining contract between the union and 
companies contained no production standard limitations. 

* Spring City Foundry , Dec. No. 126 (1940), ‘ft Waukesha Cty. 
Cir. Ct. (1941); raped x PSs Dec. No. 11 940). 

» Wis. “7 § 111 ag 955). 


2945 (181} Henry, , Dec. No 3849 (1954); Parsons Bros., Dec. No. 
*Baldwin Plywood & Veneer Dec. No. 3161 (1952); Universal 


Foundry Co., Dec. No. 1102 (1946), ord Winnebago Cty. Cir. Ct. (1947). 
In both of these cases the union refused to _—— a contract orally agreed to. 

* Public S.E. Union v. Wisconsin E. R. Board, 246 Wis. 190, 16 N.W.2d 
823 ary : iin Electric Mfg. Corp., Dec. No. 3141 (1952), aff'd Mara- 
thon Cty. Cir. Ct. (1952). 
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the contract provides for arbitration of wage disputes.* A violation 
was also found where a strike in protest of the employer’s classifi- 
cation system was called in disregard of grievance and arbitration 
clauses in the contract.* But no violation for refusing to arbitrate 
will be found where the Board finds that the disputed matter is 
not arbitrable under the contract.” 


C. Secondary Boycotts not involving picketing 


When considering the secondary boycott prohibitions of the Act, 
it is necessary to keep in mind not only the unfair labor practice 
section” but also the definition of a “secondary boycott’” and of 
a “labor dispute’”” contained in the Act. A violation of the sec- 
ondary boycott prohibition was found where an employe was 
suspended from the union for purchasing goods from a struck 
firm.” And a violation of the Act will typically be found where 
the union threatens to picket a place of business in order to compel 
a discontinuance of dealings with a non-union person.” The Board 
has found the sending of letters to customers of the employer, 
stating that the customers would be put on an “unfair list” if they 
continued to patronize the employer, constituted an unfair labor 
practice.” 





ast Bindery Co., Dec. No. 2762 (1951), aff'd Milw. Cty. Cir. Ct. 
* Milwaukee Foundry Equipment Co., Dec. No. 631 (1944), aff'd Milw. 
Cty. Cir. Ct. (1944). Cf. Terminal Storage Co., Dec. No. 1453 (1947); Fed- 
eral Malleable Co., Dec. No. 717 (1945). 
*St. Joseph’s Hospital, Dec. No. 3142 (1952) (Union refused to arbi- 
trate the ——s of an employe who was a member of the union). 


** See Wis. Stat. § 111.06(2) (g) (1955) reprinted in note 13 supra. 

* Wis. Stat. § 111.02(12) (1955) provides: 

“The term ‘secondary boycott’ shall include combining or conspiring to 
cause or threaten to cause injury to one with whom no labor dispute 
exists, whether by (a) withholding patronage, labor, or other beneficial 
business intercourse, (b) picketing, (c) refusing to handle, install, use 
or work on particular materials, equipment or supplies, or (d) by any 
other unlawful means, in order to bring him against his will into a 
concerted plan to coerce or inflict damage upon another.” 

* Wis. Stat. § 111.02(8) (1955) provides: 

“The term ‘labor dispute’ means any controversy between an employer 
and the majority of his employes in a collective bargaining unit con- 
cerning the right or process or details of collective bargaining or the 
designation of representatives. Any organization with which either the 
employer or such majority is affiliated may be considered a party to 
the labor dispute.” 

* Milwaukee Novelty Dye Works, Dec. No. 127 (1940). Cf. Schmidt 
tno isan Dec. No. 3660 (1954); Sheboygan Sausage Co., Dec. No. 
1 , 

* Steamfitters Local Union 601, Dec. No. 3250 (1952). See also: Seider 
Hardware and Heating Co., Dec. No. 3659 (1954); Home Lumber and Im- 
provement Co., Dec. No. 3304 (1952), aff'd Dane Cty. Cir. Ct. (1953); Hugo 
A. Tagatz, Dec. No. 2436 (1950), aff'd Milw. Ctv. Cir. Ct. (1951). 

* Poole and Poole, Dec. No. 286 (1941). 





January] COMMENTS 141 


The language of the Act makes it clear that a “secondary boy- 
cott” can exist only where a tripartite relationship exists. A viola- 
tion is established only upon a showing that certain persons com- 
bined and conspired to cause injury to a second person in order to 
bring that second person into a concerted plan to inflict damage 
upon a third person. Thus, a threat to picket, made directly to 
the third person, would not constitute a “secondary boycott.” 
Three recent cases serve to demonstrate the necessity of this tri- 
partite relationship. In the H. Schowalter case” a contractor ad- 
vised the complainant subcontractor that his services would be 
discontinued because he employed non-union men. The case of 
Oscar Claus™ involved a discussion between a union and a contrac- 
tor regarding the use of certain spraying equipment. Following the 
conversation the contractor directed a subcontractor to refrain 
from using the equipment. The third case is that of the Jonas Co.” 
There the union president called several contractors informing 
them that one of their subcontractors was non-union and called 
their attention to a contract clause which provided that union 
employes would not be required to work with non-union men. 
No threat to withdraw the union men was made although a walk- 
out occurred at one job. In each of these cases, the secondary boy- 
cott charge was dismissed because there was no proof of a combi- 
nation or conspiracy to cause injury to the contractor in order to 
bring the contractor into a concerted plan to inflict damage upon 
the subcontractor. 


D. Picketing as an unfair labor practice 


1. Picketing without taking a strike vote 


The Act makes it an unfair labor practice to engage in picket- 
ing, not constituting an exercise of constitutionally protected free 
speech, unless a majority of the employes in a bargaining unit have 
voted to call a strike.” It must be noted that the Board has rarely 
found an independent violation of section 111.06 (2) (e).” A find- 





*H. Schowalter, Dec. No. 3716 (1954). 

* Oscar Claus, Dec. No. 3717 (1954). 

* The Jonas Co., Dec. No. 3742 (1954). 

* See Wis. Stat. § 111.06(2) (e) (1955) reprinted in note 13 supra. 

*In the Crandon Co., Dec. No. 1508 (1948) a majority of the employes 
went on strike without having taken a strike vote. The union leaders had at- 
tempted to dissuade the employes from striking. The Board dismissed an un- 
fair labor practice charge stating: “The requirement for taking the vote by 
secret ballot is largely to protect employes from arbitrary action by labor 
leaders in calling such employes out on strike against their will.” See also: 
ay Chair Corp. v. United Brotherhood, 239 Wis. 337, 1 N.W.2d 188 
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ing of an unfair labor practice under this section is almost invar- 
iably coupled with a finding that other sections of the Act have 
also been violated. Perhaps, the best discussion of the strike vote 
requirement is that contained in the Plankinton Hotel case* 
where the state supreme court stated: 


Subsection (e) by its terms does not apply to an individual. 
An individual cannot cooperate with himself. Subsection (e) 
does not forbid an employee singly or in concert with others 
from bringing about a vote by a collective bargaining unit as 
to whether there shall be a strike. By the Act strikes are divided 
into two classes—authorized and unauthorized. Subsection (e) 
has no application except in a case of an unauthorized strike. 
It is the act of cooperating in engaging in, promoting or in- 
ducing picketing, boycotting or other overt acts in support of 
an unauthorized strike that subsection (e) declares to be an 
unfair labor practice. Nowhere in the Act is it declared that 
engaging in promoting or inducing picketing, boycotting or 
any other act concomitant to a strike shall be deemed an 
unlawful act. It is declared merely to be an unfair labor prac- 
tice. .. . When a person is found guilty of an unfair labor prac- 
he loses the veel ps f sec. 103.53 . .. which prescribes what acts, 
whether performed singly or in concert shall be legal in the 
conduct of a labor dispute. He is thereby remitted to his 
rights under the constitution, other statutes, and the common 
law. 


2. Picketing to compel recognition or union membership 


As is typically the case, the appropriate rule is easily stated and 
applied only with some difficulty. Peaceful picketing which has as 
its purpose forcing an employer to force his employes into joining 
the union violates section 111.06 (2) (b). Perhaps indistinguishable 
is the case of picketing by a minority union seeking to compel an 
employer to recognize it as the bargaining agent for his employes; 
it is also an unfair labor practice under section 111.06 (2) (b). The 
problem, of course, is to isolate the evidentiary considerations which 
usually lead t othe finding of an unlawful purpose. 

An unlawful purpose is almost invariably found where a demand 
for recognition or a contract is followed by picketing.” A notice 
in a union newspaper stating that picketing would continue until 





* Hotel & R. E. I. Alliance v. Wiscons R. Board, - Wis. 329, 342, 
345, 294 N.W. 632, 638, 639. “1941), aff'd nts US. 437 (1942). 

Wisconsin E. R. Board v. Retail Clerks Int. Union, 264 Wis. 
189, 53 ah Wie 665 (1952); a we Union v. Wisconsin E. R. Board, 
242 Wis. 21, 6 N.W.2d Wi ; Wisconsin E. R. Board v. oy etc., 
Union, 238 Wis. 379, 299 N. oY (1941); Kenosha Liquor Co., . No. 


3438 (1953); Gerolmo Wholesale Beverage Co., Dec. No. 3383 (1983); Ed- 
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the employes of the picketed employer joined the union has been 
considered to be evidence of an unlawful purpose.“ Unsuccessful 
direct solicitation of non-union employes and the limited audience 
to which the picketers might appeal was considered to require a 
finding of unlawful purpose in a recent supreme court case." The 
Board has found picketing conducted in face of a certification“ 
and picketing following the loss of an election® to be unlawful. 
With regard to recognition picketing the Board has stated: 


By the adoption of the Employment Peace Act of Wisconsin 
and the Taft Hartley Law by Congress the necessity of such 
picketing and the justification for it no longer exists.“ 

A violation of section 111.06 (2) (a) will usually be found where 
recognition picketing is conducted against an employer whose 
employes are paid in whole or in part by commissions.“ Presum- 
ably, purely organizational picketing unaccompanied by any evi- 
dence that the picketing is in reality directed at the employer will 
not be held to be for an unlawful purpose.“ The fact that injunc- 
tive relief has been obtained against picketing in a non-unfair 
labor practice proceeding is not considered to be evidence of an 
unlawful purpose.“ 





ward Kraemer & Sons, “~~. 4 3357 (1953), aff'd Dane Cty. Cir. Ct. (1959): 
Waterways Engineering Dec. No. 3166 (1952); Hi-Lite Corp., 
No. 2558 (1950): Brills by ny Ss No. 2305 (1950); Roy F. Janzen, Dec. No. 
1419 (1947); A. Weiss, ‘Dec. No. 1368 (1947); Waterways aprecine 
Corp., Dec. Nos. ta75 1276 (1947); Lester E. Scheibal, Dec. No. 70 (1940), 
afd Rock Cty. Cir. Ct. (1941). 

“ Wisconsin E. R. Board v. Retail Clerks Int. Union, 264 Wis. 189, 58 
“=< 665 (1952). 

y Inc. v. International Brotherhood, 270 Wis. 315, 321a, 74 N.W.2d 

749 (1956) 


Adept Window Cleaning Co., x ve 2699 (1950). 
* Wisconsin Liquor Co., Dec. No. 68 (1944). 
* Terminal Storage Co., Dec. No. Se (1953). 

“ Wisconsin E. Board v. Retail Clerks Int. Union, 264 Wis. 189, 58 
N.W.2d 665 (1952); Brill’ Inc., Dec. No. 2305 (1950); Retail Clerks Local 
184, Dec. No. 195 (194 

“In Earl L. Vinderboff Dec. No. 3978 (1955) a single picket appeared 
at a construction site where non-union men were working. The picketer car- 
ried a sign urging the non-union men to join one of the unions whose members 
were working on the job. Following the commencement of the picketing, the 
union men left the job. In dismissing an unfair labor practice charge the Board 
stated: “The Board . . . is not permitted to speculate nor to base inference 
on inference in an attempt to find a violation when the most it can say is that 
a violation may have oc 

a The Board in Martin Ristow, Dec. No. 3925 (1955) stated: 

“The only evidence that tends to indicate that the picketing was il- 
legal was the fact that the complainant obtained injunctive relief in the 
local court. However, we cannot find that the picketing constituted an 
unfair labor practice under the Act merely because an injunction was 

= by the local court. No evidence was introduced with regard to 
that procedure nor was there any independent evidence introduced con- 
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3. Picketing as a secondary boycott 


In considering those instances in which peaceful picketing may 
constitute an unfair labor practice under the secondary boycott 
proscription of the Act,* it must be remembered that “combining 
or conspiring to cause . . . injury to one with whom no labor 
dispute exists’” is a necessary element of the unfair labor practice. 
Thus in the A. L. Weiss case” the Board found a violation where 
picketing of an apartment building, causing inconvenience to the 
tenants, constituted a secondary boycott when no labor dispute 
existed between the owners of the apartment and the union. But 
in Lauson Investment Co.” picketing under substantially identical 
conditions was held to be lawful because a labor dispute existed 
between the union and owners of the apartment building. 

Secondary boycott violations have been found where picket signs 
requested that the public refrain from dealing with the picketed 
employer.” Violations have also been found where a union attempt- 
ed to compel an employer to cease dealing with non-union sub- 
contractors” or with a rival union.“ Similarly, a violation was 
found where a union attempted, by picketing, to compel a school 
board to employ only union labor.” And in Schmidt Glass Service” 





cerning either the nature of the picketing, or the nature of the cessation 
of work, or any surrounding circumstances.’ 
“See Wis. Star. § 111 06(2) tg ) (1955) reprinted in note 13 supra. 
“See Wis. Star. ‘ 111 02(12)° (1955) reprinted in note 28 supra. 
* Dec. No. 1368 (1947). 
™ Dec. No. 2363 (1950). The Board reasoned that: 

“In order to come within the term of a secondary boycott, it would 
have to be established that the tenants of this building were being 
picketed in order to bring them to coerce or inflict damage upon the 
owner of this building. It seems to us that the building is being picketed 
in an attempt to make it difficult for the owner of the building to 
render the services they must render to their tenants. If this picketing 
of the building incidentally causes loss or inconvenience to the tenants 
by the refusal of the tenants’ suppliers to pass through the picket line, 
this is a loss for which the respondents are not liable and which they 
cannot be ordered to cease and desist from. We have therefore con- 
cluded that in cases of this type, unless the act of the union is directed 
directly against the tenants of the building that no secondary boycott 
as defined in Chapter 3 of the Statutes is engaged in by the union. 
Any holding in the Weiss case to the contrary must therefore be now 
considered overruled.” 

= Gerolmo Wholesale Pezscaet Co., Dec. No. 3383 (1953); Elmer G. 
Steinhilber, Dec. No. 2559 (1950). 

™ Home Lumber and Improvement Co., Dec. No. 3304 (1952), <—_ Dane 

. Cir. Ct. (1953); Strutz Heating and Air Conditioning Co., Dec. No. 3238 

idan Hugo A. Tagatz, Dec. No. 2436 (1950), aff'd Milw. Cty. Cir. Ct. 


«, Deider Hardware and Heating Co., Dec. No. 3659 (1954). 
. E. Robertson Co., Dec. Ne 3857 (1954). 
- Ht: 30) No. 3660 (1954). Cf. Milwaukee Novelty Dye Works, Dec. No. 
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a violation was found where the union induced an employe to leave 
his employment because the employer had not paid a work permit 
fee. 

Picketing of delivery trucks furnishes another situation in which 
a secondary boycott violation is often alleged. In the Golden 
Guernsey Dairy case™ such picketing occurred in the absence of a 
labor dispute and was held to be an unfair labor practice. But in 
the Tri-County Redi Mix, Inc., case* picketing of trucks as they 
delivered goods was held to be lawful because of a labor dispute 
between the union and truck owner. The Board pointed out: 


Here, the signs clearly disclosed that the dispute was a dispute 
between this particular employer and the union—not between 
the union and any of the customers of the employer. There 
was no picketing of the customer’s premises at any time, and 
particularly no picketing except of the truck during the time 
that the truck was actually parked and delivering merchandise. 
No testimony was offered of any threats made by the union 
or of any attempt to have employes of any customers of the 
employer discontinue work because of the dispute between the 
employer and its employes. 


Other unfair labor practices involving picketing 


s 


The Act®* and the cases” make it quite clear that the picketing 
of an employe’s home is per se an unfair labor practice. The Act 
also makes mass picketing an unfair labor practice where it inter- 
feres with entry or departure at the picketed plant.” However, 
mass picketing is not per se an unfair labor practice.” 


E. Peaceful picketing as a constitutional right 


Although an extended discussion of picketing as a constitutional 
right is beyond the scope of this article, the recent Vogt case® de- 





* Wisconsin E. R. Board v. Milk, etc., Union, 238 Wis. 379, 299 N.W.2d 
31 (1941 . The Court stated, Jd. at 391, 299 N.W.2d at 37: 

e union contends that the picketing done at the places of business 
of the company’s customers was not aimed at the owners of these 
places and that these places therefore were not picketed, but that the 
picketing involved was only that of the trucks and their drivers. We 
regard this contention as sophistry. In our opinion it constituted a picket- 
ing of the place of business before which it occurred.” 


® Tri-County Redi-Mix, Inc., Dec. No. 3809 (1954). 

* See Wis. Stat. § 111 06 (2) (a) (1955) reprinted in note 13 supra. 
(98 es Co., Dec. No. 3740 (1954); Western Leather Co., Dec. No. 287 

™See Wis. Stat. § 111.06(2) (f) (1955) ane in note 13 supra. 

® Western Leather Co., Dec. No. 287 (1941). The Board found ao unfair 
labor practice because of mass picketing where entrances and exits were not 
eae sv “ where employees desiring to work were not hindered. 

Me Inc., v. International Brotherhood, 270 Wis. 315, 321(a), 

N.W.2d 749 (1956) reversing 270 Wis. 315, 71 N.W.2d 359 (1955)... . 
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cided by the Wisconsin Supreme Court necessitates at least a brief 
discussion of the problem. The Vogt case involved peaceful picket- 
ing at a non-union gravel pit located on a town road. The peaceful 
picketing had been preceded by unsuccessful attempts to solicit the 
membership of Vogt’s (the pit owner) non-union employes. A 
finding of an unlawful purpose—to compel Vogt to interfere with 
his employes’ right of self organization—was based solely on the 
unsuccessful solicitation and the assumption that only a few of 
Vogt’s customers would be likely to see the picketers. The court 
reasoned that the union could not be simply communicating with 
the employes, because of the previous unsuccessful solicitation; 
and could not be communicating to the public because of the pre- 
sumed light traffic on the town road bordering Vogt’s gravel pit. 
It therefore concluded that the only purpose of the picketing was 
the unlawful one mentioned above. Because the purpose was an 
unlawful one, said the court, the picketing was not constitutionally 
protected. 

Unless the Vogt case is reversed by the United States Supreme 
Court” the question arises as to what circumstances must be present 
in order to find that peaceful picketing is constitutionally pro- 
tected. Presumably, the Vogt decision is not to be read as denying 
the existence of such constitutional protection under some circum- 
stances.” 

Both the federal” and state” court decisions make it clear that 
picketing may not be constitutionally enjoined merely because a 
union has no members at the place where the picketing occurs. It 
is significant to note that the United States Supreme Court has 
never allowed an injunction against peaceful picketing at the site 
of a dispute in the absence of unlawful demands upon the em- 
ployer.“ No demands of any kind were made upon Vogt, and for 
that reason the case does not fit within the pattern of the federal 
litigation in this area. 





“Certiorari was granted on October 8, 1956. 

“The following United States Supreme Court cases, although modified by 
subsequent cases, must still be considered the law of the land: Bakery Drivers 
Local v. Wohl, 315 U.S. 769 (1942); A. F. of L. v. Swing, 312 US. 321 
(1941): " Cafeteria Union v. Tui 320 U.S. 293 (1943); Carlson v. Cal- 
ifornia, 310 U.S. oo . Alabama, 310 U.S. 88 (1940). Cf. 
Senn v. Tile Layers ion, 301 US. 468, 478 (1937). 


“See Swing and Wohl decisions cited in note 65 su, 
os “ws v. Plumbers & Gas Fitters Local, 270 is. 332, 71 N.W.2d 
ied e.g.: Plumbers Union v. Sate. 345 U.S. 192, 198-99 (1953); 
Building Service Union v. Gazzam, 339 ULS. 532, 533-35 (1950); Teamsters 
Union v. Hanke, 339 US. "470, 472-74 701950): Hughes v. Superior Court, 339 
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An obvious implication of the Vogt case is that peaceful picket- 
ing conducted in a heavily travelled area would be constitutionally 
protected if no previous attempts to obtain the membership of 
non-union employes had been made. In view of the fact that the 
United States Supreme Court has granted the union’s petition for 
certiorari, it seems inappropriate to attempt to further prognosti- 
cate the instances in which picketing will be held constitutionally 
protected. 


Another facet of the free speech question arose during the same 
term in which the Vogt decision was rendered. In Wisconsin E. R. 
Board v. Journeymen Barbers® the barbers union had withdrawn 
a union shop card from a barber shop which had formerly been 
unionized but which was operating on a non-union basis at the 
time the card was withdrawn. The Board viewed this as an attempt 
to coerce the employer into joining the union. The Attorney Gen- 
eral argued that removal of the sign was a kind of inverse picketing 
for an unlawful purpose and therefore enjoinable. However the 
court held: 


The recommendation by the barbers union of a particular 
barbershop to those of the general public who may be inter- 
ested in patronizing such shop, by furnishing the proprietor 
with a union-shop card to be Rowent on the wall of his shop, 
is an exercise of the right of free speech guaranteed by the 
First amendment of the United States constitution as incor- 
porated by the Fourteenth amendment. In the absence of any 
untruthful statement publicized by such card, we doubt if any 
legislature or court would have the constitutional right to 
interfere with the exercise of such right. On principle we 
cannot distinguish the act of withdrawing such recommenda- 
tion, by removing the card pursuant to a contract entered into 
between the shop proprietor and the union, from the right to 
make use of the card in the first place for the purpose of recom- 
mending the shop to the public. The right to cease to speak 
would seem to be as much a right of free speech as the right 
to speak.” 


F. Other employe unfair labor practices 


The Act makes it an unfair labor practice “to commit any crime 
or misdemeanor in connection with any controversy as to employ- 





i3i9 my 461 (1950); Giboney v. Empire Storage Co., 336 U.S. 490, 492 
272 Wis. 84, 74 N.W.2d 815 (1956). 
* Id. at 90, 74 N.W.2d at 818. 
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ment relations.”” Thus, assaults upon non-strikers constitute an 
unfair labor practice.” 

Continuous solicitation of non-union employes, in an effort to 
persuade them to join the union, is an unfair labor practice under 
the Act.“ And “to assert that one is unfair to organized labor may 
properly be adjudged to be an unfair labor practice where . . . the 
evidence shows that the assertion is false.”” But “when [union 
men] refer to a strike-breaker as a scab, they are merely referring 
to him in a term which recognized dictionaries refer to such 
persons.” 

Finally, the requirement of a ten day strike notice, pursuant to 
section 111.11, must be noted. This requirement applies only to 
employes of employers “engaged in . . . the production, harvesting 
or initial processing . . . of any farm or dairy product.’”” Failure 
to give the requisite notice is an unfair labor practice under the 
Act.* 


III 
EMPLOYER UNFAIR LABOR PRACTICES 
A. Employer interference with rights of his employes 


Twelve employer unfair labor practices are set forth in the 
Act.” As in the preceding section, an effort has been made to group 





® Wis. Stat. § 111.06(2) (j) (1955). 

* Marathon Electric Mfg. Corp., Dec. No. 3141 (1952), aff'd Marathon 
Cty. Cir. Ct. (1952). Cf. Milwaukee Nash, Dec. No. 3275 (1952); Creamery 
romeee Dec. No. 117 (1950). 

* Christoffel v. Wisconsin E. R. Board, 243 Wis. 332, 10 N.W.2d 197 
(1948). The court stated: 

“[ While no cases have held that the specific acts of continuous solici- 
tations to join the union against objection is an unfair labor practice, 
the continuous and persistent solicitations of (the complainant) harassed 
and hindered him in the enjoyment of his legal right not to join the 
union. . . . Such solicitations . . . destroy the right of the persecuted 
employee to pursue his work in peace, and frustrate the declared pur- 
pare of the act to promote ‘industrial peace’, . . . and peaceful re- 
ations between employees as well as between employer and employees.” 
Id. at 350, 10 N.W.2d at 204. 

* Wisconsin E. R. Board v. Milk, etc., Union, 238 Wis. 379, 398, 299 
N.W.2d 31, 40 (1941). 

* Foster-Lothman Mills, Dec. No. 1343 (1947). 

™ Wis. Stat. § 111.11(2) (1955). 

™ See Wis. Stat. § 111.06(2) (i) (1955) reprinted in note 13 supra. See 
also: Terminal Storage Co., Dec. No. 1453 (1947). 

* Wis. Stat. § 111.06(1) (1955) provides: 

“It shall be an unfair labor practice for an employer individually or 
in concert with others: 

(a) To interfere with, restrain or coerce his employes in the exercise 
of rights guaranteed in section 111.04. 

(b) To initiate, create, dominate or interfere with the formation or 
administration of any labor organization or contribute financial support 
to it, provided that an employer shall not be prohibited from reimburs- 
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the cases under factual rather than statutory headings. The cases 
grouped under the above heading will usually involve a violation 
of both section 111.06 (1) (a) and (c). 

Theoretically an employer can discharge an employe for any 
reason or no reason, assuming the absence of a limiting contract, 





ing employes at their prevailing wage rate for the time spent con- 
ferring with him, nor from co-operating with representatives of at least 
a majority of his employes in a collective bargaining unit, at their re- 
quest, by permitting employe organizational activities on company prem- 
ises or the use of company property facilities where such activities or 
use create no additional expense to the company, provided, however, 
that it shall not be an un labor practice for an employer to be- 
come a member of the same labor organization of which his employes 
are members, when he and they work at the same trade. 
(c) 1. To encourage or discourage membership in any labor or- 
ganization, employe agency, committee, association or representation 
plan by discrimination in regard to hiring, tenure or other terms or 
conditions of employment. . . . 
(d) To refuse to bargain collectively with the representative of a 
majority of his employes in any collective bargaining unit; provided, 
however, that where an employer files with the board a petition re- 
questing a determination as to majority representation, he shall not be 
deemed to have refused to bargain until an election has been held and 
the result thereof has been certified to him by the board. 
(e) To bargain collectively with the representatives of less than a 
majority of his employes in a collective bargaining unit, or to enter 
into an all-union agreement except in the manner provided in subsection 
(1) (c) of this section. 
(f) To violate the terms of a collective bargaining agreement (in- 
cluding an agreement to accept an arbitration eames 
(g) To refuse or fail to recognize or accept as conclusive of any 
issue in any controversy as to employment relations the final determina- 
tion (after appeal, if any) of any tribunal having competent jurisdiction 
of the same or whose jurisdiction the employer accepted. 
(h) To discharge or otherwise discriminate against an employe be- 
cause he has filed charges or given information or testimony in good 
faith under the provisions of this subchapter. 
(i) To deduct labor organization dues or assessments from an em- 
ploye’s earnings, unless the employer has been presented with an in- 
dividual order therefor, signed by the employe personally, and termin- 
able at the end of any year of its life by the employe giving at least 
days’ written notice of such termination. 
(j) To employ any person to spy upon employes or their represent- 
atives respecting their exercise of any right created or approved by 
this subchapter. 
(k) To make, circulate or cause to be circulated a blacklist as de- 
scribed in s. 343.682. 
(1) To commit any crime or misdemeanor in connection with any 
controversy as to employment relations.” 
Section 111.04, referred to in subsection (a) above, provides: 
“Employes shall have the right of self-organization and the right to 
form, join or assist labor organizations, to bargain collectively through 
representatives of their own choosing, and to engage in lawful, con- 
certed activities for the e of collective bargaining or other mutual 
aid or protection; and such employes shall also have the right to re- 
frain from any or all of such activities.” 
The omitted portion of subsection (c), above, deals with permissible dis- 
crimination under a valid “all union” agreement. The status of union security 
under the Act is discussed in Comment, 1956 Wis. L. Rev. 481. 











150 WISCONSIN LAW REVIEW [Vol. 1957 


as long as the discharge is not motivated by anti-union feelings. 
In practice, the absence of a valid reason for the discharge of a 
union officer, for example, is strong evidence of an unlawful pur- 
pose.” A discharge for cause, of course, does not violate the Act." 
But where an employer discharges an employe because of actual™ 





In Flo Torque Corp., Dec. No. 1708 (1948) the Board stated: 

“[T]he existence of a reason which would characterize the discharge 
as a reasonable exercise of business prudence and judgment, and not a 
purely capricious act, is a circumstance of great importance where there 
is a charge of discrimination. 

“While the employer may discharge without reason, the absence of a 
reason in connection with other circumstances may point strongly and 
perhaps inevitably to a forbidden discrimination. When a valid reason 
as heretofore defined is found to be present, it is relatively difficult and 
— be impossible to more than guess which reason motivated the dis- 

arge. 

Quoting Wisconsin Labor R. Board v. Fred Rueping L. Co., 228 Wis. 
473, 499, 279 N.W. 673, 684 (1938). 

* Howard Industries, Inc., Dec. No. 3329 (1952) (quitting work early, 
loafing, excessive talking); Riggs Optical Co., Dec. No. 2257 (1949) (refusal 
to perform work assignment, attempt to gngage in altercation with customer); 
Yawkey-Bissel Corp., Dec. No. 2088 (1949) (inability or refusal to perform 
work assignments); Western Machine Co., Dec. No. 2066 (1949) (miscon- 
duct); Blue Moon Foods, Inc., Dec. No. 2029 (1949) (inefficiency); N. P. 
Benson Co., Dec. No. 1851 (1948) (refusal to perform work assignment); 
Flo-Torque Corp., Dec. No. 1708 (1948) (inability to perform any of six 
different jobs during two weeks of employment); Clark County Electric Co- 
operative, Dec. No. 1460 (1947) ag age vacation two weeks); Edward 
D. Cahoon, Dec. No. 1470 (1947) (failure to perform work assignment); Wau- 
kesha penny Co., Dec. No. 1459 (1947) (inferior work); Aaron L. Weiss. 
Dec. No. 136 (1507) (failure to perform work assignment); Shamrock Dairy, 
Dec. No. 1336 (1947) (failure to perform work resulting in loss of customers) ; 
Ryser Cheese Co., Dec. No. 1089 (1947) (misconduct); Carl Brothers Store, 
Dec. No. 1088 (1946) (failure to perform work assignment). 

® Wisconsin E. R. Board v. Gilson Bros., 255 Wis. 316, 38 N.W.2d 492 
(1949) (employes discharged because they attempted to organize other em- 
ployes); Walker Cleaners, Inc., Dec. No. 3608 (1953) (employes discharged 
because they protested a change in working hours and because they were 
leaders in formation of a union); Art’s Modern Market, Dec. No. 3542 (1953) 
(employe discharged day after he visited a union representative regarding 
organization); Stowe Plastic Products Co., Dec. No. 2715 (1951), aff'd Milw. 
Cty. Cir. Ct. (1951) (employer immediately discharged employe upon learn- 
ing that he was a union member); Brown's Book Store, Dec. No. 2468 (1950) 
(employe whose work was satisfactory discharged shortly after organizational 
activities commenced. Employer stated that “this has been necessary because 
of the attitude he has displayed of late.”); Tiny Tot ate Co., Dec. No. 2444 
(1950) (employes discharged two days after employer learned of their union 
membership. Employer had called a meeting of the employes and asked union 
members to identify themselves which the discharged employes did.); Den- 
mark Warehouse Co., Dec. No. 2303 (1950), aff'd Manitowoc Cty. Cir. Ct. 
(1950) (employes active in organization of the union were discharged one- 

f an hour after a recognition demand was made upon the employer); 
Mariondale Farms, Dec. No. 2208 (1949) lomneeyee discharged two days 
after they joined the union); Dunrite Industries, Dec. No. 3095" (1949) (em- 
ployer closed and sold his plant and discharged all of his employes because 
they desired a union); Winneconne ene | Co., Dec. No. 2044 (1949) 
(member of bargaining committee discharged shortly after union had won an 


election); Dad’s Root Beer Bottling Co., Dec. No. 1891 (1948) (employes 
discharged for engaging in a lawful recognition strike); Evelyn's Bakery, Dec. 
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or imagined” union activities, the Board will find that an unfair 
labor practice has been committed. 

Several cases have come before the Board in which a discharge 
nominally for cause was found to be in reality for the purpose of 
discouraging concerted activities. An unauthorized change ol work 
shifts,“ an allegedly unauthorized entry into the plant,” alleged 








No. 1890 (1948), aff'd Milw. po Cir. Ct. (1949) (employes discharged day 
after union representative had informed moo of their union membership) ; 
Carver Ice Cream Co., Dec. No. 1803 (1948) (employe discharged immedi- 
ately upon employer's learning that he was the leader in an effort to induce 
fellow employes to join in concerted activity for the purpose of securing a 
wage increase); Krambo Food Stores, Inc., Dec. No. 1567 (1948) (employer 
discharged employe, stating that her union activities were the reason for the 
discharge); Standard Container Co., Dec. No. 1401 (1947) (employes dis- 
charged because they were active in organizational activities); S & R Cheese 
Company, Dec. No. 1337 (1947) (employe discharged two days after he 
joined the union); Dutch Curtain Cleaners, Dec. No. 1330 (1947) (employe 
discharged immediately upon employer's learning that he was a union mem- 
ber); Neuheisel Lime Works, Dec. No. 1230 (1947) Cg ge! discharged 
union employes stating that: “[F]or all who signed with the union there is 
no work. No union members will be allowed in the quarry.”); Modern Dairy 
Co-op, Dec. No. 1012 (1946), aff'd Sheboygan Cty. Cir. Ct. (1947) (em- 
ployes discharged because of union activities and because they gave testimony 
at a Board hearing). See also: Wis. Stat. § 111.06(1) (h) (1955) reprinted in 
note 79 supra.; Weldone Rug Cleaners, Dec. No. 454 (1942) (employe dis- 
charged when he joined union); MC’s Bakery, Dec. No. 439 (1942), aff'd 
Brown Cty. Cir. Ct. (1942) (employe discharged two weeks after union rep- 
resentative informed employer of his union membership and that union de- 
sired to have an election conducted). 

“In Fox River Motor Sales, Inc., Dec. No. 1174 (1946) the em- 

loyer was found to have committed an unfair labor practice under § 
111.06(1) (c) because of the discharge of an employe, whom he believed to 
be the leader of an organizational drive, the day after a recognition demand 
was made. And in Century Building Co. v. Wisconsin E. R. Board, 235 Wis. 
376, 381, 291 N.W. 305, 307 (1940) the court said: 
“When an employer dismisses an employee for union activities or dis- 
criminates with respect to his tenure for this reason, it is of no con- 
sequence that the discharged employee is not actually a member of 
the union. He might be opposed to unions and steadfast in his refusal 
to have anything to do with them, but if his employer supposes him to 
be a member of the union or to be engaged in organizational activities 
and dismisses him on that account, he engages in an unfair labor practice 
under the act.” 

“St. Joseph's Hospital, Dec. No. 3142 (1952), aff'd 264 Wis. 396, 59 
N.W.2d 448 (1953). e discharged employe was active in the formation 
of the union. The Board pointed out: 

“It seems strange indeed that the changing of a mere shift without any 
show of damage could culminate in the discharge of Daigle [the em- 
ploye]. When one reads the record, especially the testimony of reg- 
istered nurses with regard to certain alleged acts by Daigle, regarding 
instances where babies turned blue because of being taken out of in- 
cubators, it seems strange indeed that Daigle was not discharged on an 
occasion when a life was in jeopardy. It is our conclusion from the 
entire record in view of the respondents anti-union attitude that those 
in vom | were merely waiting for an excuse, a pretext that is, to dis- 
charge Daigle.” 

* Nelson Foundry Co., Dec. No. 1629 (1948). The discharged employe, 
who was actively engaged in organizing other employes, had entered the plant 
through an office at a time when the superintendent and a foreman were pres- 
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dishonesty,” and a claim that the discharge was due to poor work” 
have, on occasion, been found to be mere pretexts for a discrimina- 
tory discharge. 

The decided cases have delineated the area in which an em- 
ployer may express his views regarding union affiliation without 
danger of committing an unfair labor practice.” It seems that in- 
terrogation of employes concerning their union affiliation” or the 
employer's conducting a private election among his employes” con- 
stitutes an unfair labor practice. But an employer may tell his 
employes that he is anxious for them to make up their minds re- 
garding union affiliation.” And an employer does not violate the 
Act by permitting a petition for decertification of the union to be 
circulated among his employes” or by telling the employes that 





ent. No objection was made by either and there was no posted shop rule re- 
garding entry into the plant after working hours. 

* Mariondale Farms, Dec. No. 2341 (1950), aff'd Walworth Cty. Cir. 
Ct. (1950). The discharged employe had openly removed an army cot, a 
table and several other small items from a ene | bunk-house to an apart- 
ment which he shared with two other employes. His co-tenants had been il- 
nay discharged by the company but were reinstated pursuant to a Board 
order. 

*® Micron Tool and Machine Co., Dec. No. 1736 (1948). The discharged 
employe voluntarily terminated his employment after ten years of service. He 
returned to work upon the employer's request and was given a fifteen cent an 
hour wage increase. He was thereafter discharged, the day after a meeting 
with the union, because of allegedly inferior work. 

* The question of supteyer free speech is also discussed in Comment, 
1956 Wis. L. Rev. 282, -O1. 

St. Joseph's Hospital, Dec. No. 3142 (1952), aff'd 264 Wis. 396, 59 
N.W.2d 448 (1953); Sunnyside Feed Mill Division, Dec. No. 3890 (1955); 
fic te Mfg. Co., Dec. No. 2444 (1950). Cf. Wern Farms, Dec. No. 2722-B 


* Ranney'’s Dairy, Dec. No. 3185 (1952); Tiny Tot Mfg. Co., Dec. No. 
2444 (1950). 

"C. M. Tool and Die Co., Dec. No. 1849 (1948). The Board stated: 
“There is not in the statute and clearly could not be any requirement 
that an employer remain neutral on the question of whether his em- 
ployes select one bargaining agent or another or none. An employer is 
just as free to express his opinions on union membership as any other 
resident of the country. It is not an unfair labor practice for any em- 
ployer to advise his employes either on the necessity for or the ad- 
visability of collective bargaining for such employer's employes. If, 
in such advice, whether it be by speech or in writing the employer 
makes promises or threatens reprisals, he then violates the Act and 
commits an unfair labor practice.” 

" Ibid. The Board stated: 

“The circulation of these petitions clearly did not in any way interfere 
with, restrain or coerce the employes. They were circulated for the 
purpose, and solely for the purpose of making a showing that would 
entitle the employes to another election under the statute. The petition 
in no way changed the bargaining representative in themselves, and 
could be effective only for the very limited purpose above stated.” 


Cf. 1956 Wis. L. Rev. 283, 292-93. 
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they would be better off if they chose not to bargain through a 
union.” 


The general statement of the rule governing employer free 
speech is that statements threatening economic reprisal or promis- 
ing an economic benefit constitute an unfair labor practice. Thus 
an employer “by making threats of economic reprisal, and promises 
of reward to the employes on strike if they would return to work 
and abandon the union . . . interfered with . . . his employes in 
the exercise of their rights guaranteed by section 111.04 . . . and 
in violation of section 111.06 (1) (a)."“ The recent Sunnyside Feed 
Mill Division case“ provides a good example of the type of conduct 
which an employer may not engage in. In that case the following 
acts were held to be prohibited conduct: (a) The employer threat- 
ened to “fire the whole bunch” the same day a recognition demand 
was made; (b) The employer offered an increase of wages if the 
employes gave up the union, the increase being conditioned on a 
written guarantee that the employes would forego union member- 
ship; (c) The employer threatened a layoff if the union won; (d) 
The employer interrogated an employe as to the identity of the 
leader of the organizational activities. 


An employer may be found to have committed an unfair labor 





*N. P. Benson Co., Dec. No. 1851 (1948). See also: Melin Firestone 
Store, Dec. No. 3021 (1951). 


“Lindey Cleaners, Dec. No. 2701 (1950). 


* Dec. No. 3890 (1955). See also: Wisconsin Labor R. Board v. Fred 
Rueping L. Co., 228 Wis. 473, 228 N.W. 673 (1938) (employer created the 
impression that a shut-down of the plant would follow choice of an outside 
union); Walker Cleaners, Inc., Dec. No. 3608 (1953) (employer by convert- 
ing an annual bonus into a wage increase attempted to ‘discourage (his em- 
ones from engaging in) concerted activity by offering them a reward in the 
orm of a wage increase to refrain from such activity.”); Ranney’s Dairy, Dec. 
No. 3185 (1952) (employer threatened to 7~~%" employes who continued 
their union activities); St. Pet Hospital, Dec. No. 3142 (1952), aff'd 264 
Wis. 396, 59 N.W.2d 448 (1953) (employer's agent told employes that if 
they would drop the union a wage increase would be granted and working 
conditions improved); Winneconne Stamping Co., Dec. No. 2044 (1949) 
fenetaver threatened to close plant if the union won the election); Dad's 

oot Beer Bottling Co., Dec. No. 1891 (1948) (employer offered to reinstate 
striking employes if they disassociated themselves from the union); Modern 
Dairy Co-op, Dec. No. 1014 (1946) (employer interrogated employes as to 
their union activity; advised them that their chances for continued employ- 
ment would be better if they didn’t join the union; threatened to dismiss an 
employe because he wore a union button; and advised his employes that there 
was no place in the company for a union and that those who engaged in 
union activities would be discharged.); Weldone Rug Cleaners, Dec. No. 454 
(1942) (employer illegally discharged employe and then offered to reinstate 
him if he would withdraw from the union); | > Claire Cafe, Dec. No. 166 
( 1941) _— promised wage increase if the employes withdrew from 
the union). 
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practice because of statements made by his supervisory personnel” 
or by relatives of company officers when the statements are made 
in the presence of the officer.” 

Prior to the 1951 amendment to section 111.06(1)(b) of the 
Act," it was considered an unfair labor practice for an employer 
to voluntarily join a union.” But since that time it is clear that 
an employer may “become a member of the same labor organiza- 
tion of which his employes are members, when he and they work 
at the same trade.”” Because of this statutory change, the pre- 
1951 cases dealing with employer membership in unions cannot 
be relied upon. 


B. Duty of employer to bargain with a majority union 


The Act™ and the cases” make it clear that an employer is 
obliged to bargain in good faith with a union which represents a 
majority of his employes. A finding of a refusal to bargain has 
been made where the board of directors of a company formally 





*In Pioneer Creamery Co., Dec. No. 3958 (1955) the Board stated: 
“In order to find the employer liable for the statements and conduct of 
(third persons) the union has the duty to establish, by a clear and 
satisfactory preponderance of the evidence, that the employer en- 
couraged, instructed, authorized or ratified their activities or that they 
acted in such a manner as to lead the employes reasonably to believe 
that they were acting for and on behalf of management.” 
Cf. Reed Motor Co., Dec. No. 1681 (1948). 
"Lindy Cleaners, Dec. No. 2701 (1950); Weldone Rug Cleaners, Dec. 
No. 454 (1942). 
* Wis. Laws 1951, c. 661. 
* See + Wisconsin E. R. Board v. Journeymen Barbers, 256 Wis. 77, 
39 N.W.2d 725 (1949). 
See Wis. Star. § 111.06(1) (b) (1955) reprinted in note 79 supra. See 
also: Wisconsin E. R. rd v. Journeymen Barbers. 272 Wis. 84, 74 N.W.2d 


815 (1956). 
wee Wis. Srar. §§ 111.04, 111.06(1)(d) (1955) reprinted in note 79 


pra. 

*° Nash-Kelvinator Corp. v. Wisconsin E. R. Board, 247 Wis. 202, 19 

N.W.2d 255 (1944); Wisconsin E. R. Board v. Evangelical Deaconess Soc., 

242 Wis. 78, 7 N.W.2d 590 (1943); Appleton Chair Corp. v. United Brother- 

hood, 239 Wis. 337, 1 N.W.2d 188 (1941). In Jone Kadow, Inc., Dec. No. 
440 (1942), aff'd Manitowoc Cty. Cir. Ct. (1942) the Board stated: 

“(Section 111.06(1)(d) ) of the Statutes seems to us to mean that 

when an employer is faced with a demand on the part of a union to 

bargain collectively on behalf of his employes, that he may do one of 

two things: He may require the union to satisfy him by some proof 

that the union in fact has been designated by a majority of his em- 

ployes, and if so satisfied, it then becomes his duty to bargain col- 

lectively. On the other hand, he may, if he desires, have an election 

conducted by this Board and then abide by its results.” 

As the Kadow case suggests, an employer has a duty to bargain with a 

union which in fact represents a majority of his omrres even though the 

union has not been certified. Stowe Plastic Products Co., Milw. Cty. Cir. Ct. 


(1951); Chetek ty Co-operative Produce Co., Dec. No. 542 (1944). See 
also: Comment, Fr 7 WwW e 


. Rev. 283, 291-92. 
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adopted a resolution stating that they would not bargain with the 
union,” where the employer engaged in stalling tactics during 
bargaining,” and where the employer unilaterally granted a wage 
increase during negotiations.” A refusal to bargain has also been 
found where the employer objected to the presence of a particular 
union representative and demanded that he be replaced.” Re- 
pudiation of an agent’s authority to negotiate on behalf of the 
company will afford the basis for a finding that the employer has 
refused to bargain. Attempting to bargain collectively with the 
employes as a group, and without the union, is a refusal to bar- 
gain; and a related unfair labor practice is that of entering into 
individual contracts with employes which are contrary to the 
terms of a collective bargaining contract.” 

A bona fide stalemate in bargaining, of course, is not a refusal 
to bargain.” And an employer is under no duty to bargain when 
a petition for a representation election is pending with the Board™ 
or when he has a good faith doubt as to the identity of the union 
which in fact represents a majority of his employes.” 





% Chetek Equity Co-Operative Produce Co., Dec. No. 542 (1944). 
™ Arrow Tool and Stamping Co., Dec. No. 1399 (1947). 

*® Caswell Building Corp., Dec. No. 2152 (1949). 

A. L. Shafton and Co., Dec. No. 2041 (1949). 


*’ Winneconne Stamping Co., Dec. No. 2044 (1949). Both the principal 
point and the importance of obtaining an “‘all union” referendum (See: Com- 
ment, 1956 Wis. L. Rev. 283) are dramatically contrasted in Greenheck Bros. 
Mfg. Co., Dec. No. 3791 (1954) where the Board stated: 

“The testimony in this matter almost without dispute establishes clearly 
that the Employer led the Union to believe that agreement had been 
reached on all terms of the contract; that thereafter he refused to recog- 
nize and repudiated the authority of his Attorney and made many new 
demands upon the Union. The contract agreed upon, however, con- 
tained an all-union shop provision. ‘This fag ws never had the ap- 
proval of the employes, as required by the Wisconsin Statutes. If it 
were not for this fact, this Board would not hesitate to find that there 
was in effect between the parties a collective bargaining agreement. . . . 
Because of the inclusion, however, of the illegal provision, the Board is 
unable to make such a Finding and Order.” 

92)” Cleaners, Dec. No. 2701 (1950); Krieg’s Markets, Dec. No. 442 


# Fiore Coal and Oil Co., Dec. No. 3234 (1952), aff'd Dane Cty. Cir. 
Ct. (1953); E. Wiener Co., Dec. No. 483 (1943); John Kadow, Inc., Dec. 
No. 440 (1942). See also: Wis. Stat. § 111.06(1)(f) (1955) reprinted in 
note 79 supra. An individual contract was held to be valid in Androy Hotel 
Co., Dec. No. 3988 (1955), aff'd Dec. No. 3988-A (1955) because the job 
covered by the individual contract was not subject to the terms of the col- 
lective bargaining agreement. 

™ Ferguson’s Wholesale and Retail Market, Dec. No. 3541 (1953). 

™’ Bowman Farm Dairy, Dec. No. 3044-C (1952); Pepsi Cola Bottling 
Co., Dec. No. 342 (1942). 

™? Metro R. K. Inc., Dec. No. 3788 (1954). 











156 WISCONSIN LAW REVIEW [Vol. 1957 


C. Employer violation of a collective bargaining contract 

As previously indicated, the Act makes it an unfair labor prac- 
tice for a union to violate the terms of a collective bargaining 
agreement.” An identical provision is applicable to employ- 
ers.“ A rule fundamental to the understanding of the Act’s pro- 
visions relating to breach of a bargaining agreement is the doctrine 
that the Board can find a violation of an agreement even though 
the agreement itself provides a “final” method for settlement of 
contract breach questions.” The single exception to this rule 
exists in instances where the parties have agreed, in their contract, 
to binding arbitration.” 





™ See notes 20-26 supra. 

™ See Wis. Stat. § 111.06(1)(f) (1955) reprinted in note 79 supra. 

“5 In J. I. Case Co., Dec. No. 1593 (1948) the contract provided: 
“In the event of failure to adjust a grievance in the fourth step of the 

rievance procedure it may then be submitted to the Appeal Board 

Ceontenaht of three company and three union representatives] for final 
disposition. The company’s answer will be given within ten days of 
the date of submission.” 

The Board stated: 
“It is first the contention of the respondent [company] that the pro- 
vision in the agreement above quoted which provides that grievances 
may be appealed to the Appeal Board for final disposition is, in effect, 
an agreement to accept an arbitration award and that the failure of 
the union to accept as final such disposition by the Appeal Board con- 
stitutes a violation of Section 111.06(2) (c) of the Wis. Statutes. 
“If this contention is to be sustained, the collective bargaining agree- 
ment between the parties would become meaningless. It would be with- 
in the power of management, for instance, to pay a wage scale less than 
that provided for in the agreement. If a grievance was filed protesting 
such under-payment, no matter how flagrant the violation might be, 
and the management representatives on the Appeal Board arbitrarily 
denied the grievance, no remedy would exist for the aggrieved em- 
ployes. If the union or the aggrieved employe attempted to obtain any 
remedy either by a proceeding before this Board or in an action in 
court on the theory of the respondent, such employe or union would 
be guilty of an unfair labor practice and would be ordered to cease and 
desist from proceeding further, and required to accept the ruling of the 
capers representative as final. 
“We are thoroughly satisfied that the commencement of this proceeding 
in no way violates the terms of the collective bargaining agreement in 
effect between the parties. We are also satisfied that if there is actually 
a failure on the part of this employer to live up to the terms of the 
collective bargaining agreement, that notwithstanding the provisions 
of . . . [the contract quoted above] that either the aggrieved employe 
or the union representing him not only may institute proceedings to re- 
quire the employer to comply with the provisions of the agreement, but 
may do so without fear of being in violation of section 111.06(2) (c).” 

"® Milwaukee Tool and Die Co., Dec. No. 1502 (1948). In Timken De- 

troit Axle Co., Dec. No. 1467 (1947) the Board stated: 

“[We do not hesitate to say that the members of this Board . . . com- 
pletely disagree with the finding of the arbitrator. . . . The parties by 
their agreement, provide for arbitration . . .. an award has been made .. . 
and failure to comply with it constitutes an unfair labor practice. . . . 
The only power this Board has is to make such a finding and to re- 
quire the employer to comply with the award heretofore made.” 
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A valid and binding collective bargaining agreement may be 
oral™ as well as written. The Board, when deciding cases involving 
an alleged breach of a collective bargaining agreement, performs 
a function substantially indistinguishable from that of a private 
arbitrator. Only the remedy is different. The Board, upon finding a 
violation, will issue a cease and desist order coupled with a “make 
whole” directive should the circumstances warrant such an order. 
A private arbitrator simply issues an award which may be enforced 





See also: Wis. Stat. § 111.06 (1) (g) (1955) reprinted in note 79 supra; 
and see Comment, 1956 Wis. L. Rev. 481, 490. In Chittal, Inc., Dec. No. 3677 
(1954) the employer contended: 
5 en the union and respondent deliberately failed to provide for 
mandatory arbitration and other specifically provided that the griev- 
ance procedure as incorporated in the agreement shall be the exclusive 
method under which grievances shall be settled and determined, they 
in effect agreed to accept the management decision in the third step as 
final and dispositive of the grievance presented.” 
In answer to this argument the Board stated: 
“If the respondent's contention in this case is to be sustained then the 
collective bargaining agreement between the parties would become 
meaningless. We do not believe that the parties intended that either 
of them could by unilateral action disregard and violate the terms of 
the agreement without affording the aggrieved party a means of en- 
forcement. Such a construction would deny the aggrieved party a 
remedy at law, and such a denial is against public policy. 
“The parties could have provided in the agreement for a final means 
of settlement which would have precluded this Board from taking juris- 
diction of a matter involving a contract violation. However, the parties 
did not provide for a final means of settlement, and therefore under the 
power delegated to it by the legislature, this Board has the duty to 
determine whether the respondent has committed an unfair labor practice 
by violating the terms of a collective bargaining agreement.” 
Chairman Gooding dissented: 
“I would dismiss the complaint on the ground that the agreement be- 
tween the parties definitely provides that all disputes shall be settled 
and determined exclusively by the machinery provided in the grievance 
procedure. 
“The inference I draw from the majority opinion is that the only 
method the parties could have agreed upon that would provide a final 
means of settlement would be to agree to submit disputes to impartial 
arbitrators.” 
™ John Oster Mfg. Co., Dec. No. 4071 (1955); Hub Restaurant, Dec. 
No. 3723 (1954) (the existence of the oral contract must be established “by 
a clear and satisfactory preponderance of the evidence.”); Woodland Laundry 
Inc., Dec. No. 3252 (1952) (the Board pointed out that ‘said oral agreement 
does not contradict nor alter the terms of the written agreement.’’); Wisconsin 
Liquor Co., Dec. No. 3120 (1952); Kauffman’s Lunch Co., Dec. No. 1632 
(1948), aff'd Milw. Cty. Cir. Ct. (1948) (employer ordered to “immediately 
execute the collective bargaining agreement heretofore negotiated.”’). In Giant 
Grip Mfg. Co., Dec. No. 2318 (1950) the Board stated: 
“It may be conceded that a binding collective bargaining agreement 
does not necessarily have to be in writing to be enforced. en an 
oral agreement is clearly established, it may be enforced in the same 
manner and to the same extent that a written agreement might be. The 
burden of proof in this case rests upon the complainant to establish 
that there was in fact a meeting of the minds, and that the parties had 
agreed orally to a continuation of the old agreement.’ See also: note 
3 supra. 
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in litigation between the parties or in an unfair labor practice 
proceeding under section 111.06 (1) (g) or (2) (d). 

An examination of cases decided by the Board under the provi- 
sion making the breach of an agreement an unfair labor practice 
serves to demonstrate the similarity between the Board’s function 
and that of a private arbitrator. Thus, the Board has found unfair 
labor practices for failure to pay the wage scale provided in the 
contract,” for failure to pay overtime and premium pay,” for 
failure to pay vacation pay,” and for failure to pay retroactive™ 
and severance pay.” Failure to make contributions to a health 
and welfare fund as required by the agreement is likewise an 
unfair labor practice.™ Similarly, unfair labor practices have been 





™8 Wisconsin E. R. Board v. Gateway Glass Co., 265 Wis. 114, 60 N.W.2d 
768 (1953); Wilke Paint and Glass Co., Dec. No. 2313 (1950), aff'd Mani- 
towoc Cty. Cir. Ct. (1950); Marinette Glove Company, Dec. No. 2289 (1950); 
Baier Tank Trans panpert. Dec. No. 2206 (1949); Kauffman’s Lunch Co., Dec. 
No. 1632 (1948); Uhlir Trucking Co., Dec. No. 1280 (1947); Anton Novak, 
Dec. No. 503 (1944); The Purity Market, Dec. No. 501 (1943); Schubert's 
Food Markets, Dec. No. 476 (1943); A. Bodenberger, Dec. No. 431 (1942); 
Frank Bzdawka, Dec. No. 430-B (1943); Fabian Fi Dec. No. 428 
a Automatic File and Index Co., Dec. No. 368 (1942); Quality Dairy, 
o. 172 (1941), aff'd Winnebago Cty. Cir. Ct. (1941). 
™® Androy Hotel Co., Dec. No. 3988-A (1955); Fiore Coal and Oil Co., 
Dec. No. 32 (198 aff'd Dane Cty. Cir. Ct. (1953); Lewis Dairy Farm, Dec. 
No. 488 (1943); Badger Nu Way Cleaners, Dec. No. 19 (1939). No viola- 
tion found in: Woodland Foundry, Inc., Dec. No. 3252 (1952); Jos. Schlitz 
a Co., Dec. No. 2111 (1949); George Hougard, Dec. No. 300 (1941). 
ae Modine Mfg. Co., Dec. No. 1284 (1947), aff'd Racine Cty. Cir. Ct. 
Cioa) with Pabst Brewing Co., Dec. Nos. 1665B-1670B (1948). 
va mon wy Hotel Co., Dec. No. 3988 (1955), aff'd 3988-A (1955); Stand- 
ard Foundry Co., Dec. No. 3721 (1954); Giersch Dental Lab., Dec. No. 3567 
hag F Boulder Parts Corp., Dec. No. 3323 (1952); Woodland Foundry, Inc., 
ec. No. 3252 (1952); Brandt Automatic Cashier Co., Dec. No. 2302 (1950), 
aff'd Jefferson ay: Cir. Ct. (1950); Baier Tank Transport, Dec. No. 2206 
(1949); Perfect Glove Co., Dec. No. 2062 (1949); Pate Oil Co., Dec. No. 
(331 (1947); Racine Screw Works, Dec. No. 1283 (1947); Bazal_ Creamery, 
Dec. No. 517 (1943). In Midwest Broadcasting Co., Dec. No. 4016 (1955) the 
Board ordered the respondent to submit the question of allegedly due vaca- 
tion pay to arbitration even though the radio station which employed the 
rg: es in ~—— had been sold. This order was refused enforcement by 
lwaukee Coun ty Circuit Court =e held that only an action at law 
7 be brought poe a “former employer who has ceased business in good 
faith.” But see: Metal Specialties Co., Dec. No. 1484 (1947), aff'd Milw. Cty. 
Cir. Ct. (1951). No violation of vacation pay provisions was found in: The 
Silcrest Co., Dec. No. 3994 (1955) cemmeegnent not employed at the time 
the contract went into effect); Ferguson's Wholsale and Retail Market, Dec. 
No. 3541 (1953); Nelson Muffler Cory., Dec. No. 1507 (1948) (no collective 
bargaining agreement in effect during the year in question). The Board has 
owes Sug = violations of holiday pay visions on yoy occasions: Wis- 
Iron Foun Co., "ee o. 3565 (1953); . Rich Co., Dec. 
No. 3: 3442 2 Ui985): Stone Motor Co., Dec. No. 3331 (1953) > 
™ Sterling, Inc., Dec. No. 1100 (1946). 
m, Clarks Super Gas Co., Dec. No. 914 (1946). 
** The Hub Cafe, Dec. No. 3193 _e 1952); Archie’s Cafe, Dec. No. 2959 
(1951); Sanitary Lunch, Dec. No. 2929 (1951). 
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found where the employer failed to comply with the discharge,™ 
layoff,™ seniority” and work assignment provisions of the con- 
tract.” Non-compliance with a valid “all union” agreement has 





™ Hotel Raulf, Dec. No. 2357 (1950); Modine Mfg. Co., Dec. No. 1539-B 
(1949). No violation found in Paul Schumann, Dec. No. 2972 (1951); Ameri- 
can Brass Co., Dec. No. 1852 (1948). 


** Curt G. Joa, Inc., Dec. No. 2130 (1949); Perfect Glove Co., Dec. No. 
2062 (1949); Ampco Metal Inc., Dec. No. 767 (1945); Sheboygan Sausage 
Co., Dec. No. 484 (1943); Milwaukee Western Fuel Co., Dec. No. 451 (1942). 

%*In Wonder-Rest Corp., Dec. No. 3983 (1955) the employer was found 
to have committed an unfair labor practice by laying an employee off out of 
seniority. The employe had been delinquent in his union dues but was in good 
standing at the time of his layoff. The Board reasoned: 

“It is conceded that the Complainant [employe] did not maintain his 
membership in good standing while on a leave of absence, however, at 
no time was there ever a ~ made by any union representative 
that the Employer discharge the Complainant. e Employer, in fact, 
did not terminate the employment status in any way, but kept Com- 
plainant on the pay roll on a leave of absence status. The collective 
bargaining agreement contains no provision which limits or affects 
the seniority of an employe because of the employe’s membership or 
non-membership in the Union. The seniority status of an employe is 
affected only by his employment status, that is to say whether he was 
an employe or has been discharged from such employment. There is 
no limitation in the collective bargaining agreement on the loss of 
seniority because of a failure of the employee to maintain his union 
membership as such.” 

A second case of singular importance is J. I. Case Co., Dec. No. 1593 
(1948) where a discharge for cause provision was implied from the existence 
of the seniority provision. The Board stated: 

“We are entirely satisfied that when the parties provided for a pro- 
bationary period for new employes and further provided that employes 
would be laid off according to seniority and returned according to 
seniority, that if this employer discharges any employe out of seniority 
or lays him off out of seniority without reason, that the employer has 
then violated the terms of the collective bargaining agreement, and by 
so doing committed an unfair labor practice.” 

Similarly, the Board stated in Fehr Concrete Products, Inc., Dec. No. 
4091 (1955): 

“If it was held that this oe could discharge employes without 
cause, at his discretion, such holding would completely nullify the 
seniority provision contained in the agreement. Whenever a lay off 
is imminent, a senior employe might be discharged rather than a 
junior employe being laid off. On the basis of such a holding, the 
employes would be without remedy.” 

No violation was found in: Oscar Mayer & Co., Dec. No. 4051 (1955) 
(alleged violation occurred more than one year before commencement of 
action); Harnischfeger Corp., Dec. No. 4048 (1955) (seniority and ability 
were both to be considered under the agreement; however the Board pointed 
out that satisfactory completion of “a probationary period . . . would be 
prima facie evidence that they [the ey) were doing a satisfactory 
job.”); Crittall, Inc., Dec. No. 3677 (1954); ore Company, Dec. No. 
1588 (1948) (seniority was controlling under the agreement only in instances 
of equal ability); Aluminum Goods Rifg. Co., Dec. No. 1428 (1947) (die 
setter was considered to be a supervisor and therefore not subject to the 
a. Og the agreement); Prairie du Chien Woolen Mills; Dec. No. 2091 
(1 i 

™ American Electrotype Co., Dec. No. 63 (1940), aff'd Milw. Cty. Cir. 
Ct. (1940) 
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also been found to be an unfair labor practice.” 

Several defenses are available to an employer charged with vio- 
lation of a collective bargaining agreement which may avoid the 
necessity of defending the charge on its merits. These include the 
expiration of the one year statute of limitations contained in the 
Act,™ expiration of the contract at the time of the alleged viola- 
tion,” illegality of the contract,” the occurrence of an emergen- 
cy,” and the inapplicability of the contract to the complainant.” 

As a result of the landmark case of Dunphy Boat Corp. v. Wis- 
consin E. R. Board™ it is clear that an agreement to arbitrate future 
disputes is enforceable in an unfair labor practice proceeding. But 
once an arbitration award is rendered the Board’s only function 
is to enforce the award.” 

It is clear that the Board will not direct the parties to submit 
a grievance to arbitration when the time limits contained in the 
contract have not been complied with;™ and in each case the Board 
must decide, in the first instance, whether the grievance is arbitra- 
ble under the agreement.” But there is no sure guide as to the 
instances in which the Board will or will not decide the ultimate 
question involved in the grievance.™ 





#8 See Comment, 1956 Wis. L. Rev. 481, 491. See also: Bunde-Upmeyer 
Dental Laboratory, Dec. No. 3162 (1952); Knudsen Bros. Shipbuilding Co., 
Dec. No. 1641 (1948). 

Wis. Stat. § 111.07(14) (1955) provides: ‘The right of any person 
to proceed under this section shall not extend beyond one year from the date 
of the specific act or unfair labor practice alleged.” See: Oscar Mayer & Co., 
Dec. No. 4051 (1955). 

™ Kearney and Trecker Corp., Dec. No 2435 (1950); Giant Grip Mfg. 
Co., Dec. No. 2318 (1950). 

. me cases in note 21 supra. See also: Comment, 1956 Wis. L. Rev. 
481,488. 

*2 Nash-Kelvinator Corp., Dec. No. 1487 (1947) (nation-wide rail strike); 
Metal Specialties Co., Dec. No. 1484 (1947) (violent storm). 

%8 American Vitrified Products Co., Dec. No. 3940 (1955); Krambo Food 
Stores, Inc., Dec. No. 2040 (1949). 

%* 267 Wis. 316, 64 N.W.2d 866 (1954). 

8 See note 116 supra. 

*¢ Aluminum Goods Mfg. Co., Dec. No. 3923 (1955); Nekoosa-Edwards 
Paper Co., Dec. No. 2371 (1950). 

*In Wisconsin Motor Corp., Dec. No. 4117-A (1955) the Board stated: 
“The Board, in every case in which the complaint contains an allega- 
tion that the refusal by a party to a collective bargaining agreement 
to submit a dispute to arbitration is a violation of this statute, must 
first determine whether or not such dispute raises an arbitrable question.” 

See also: Nekoosa~-Edwards Paper Co., Dec. No. 2371 (1950). 

*8In Wisconsin Motor Corp., Dec. No. 4117-A (1955) the Board stated: 
“There may be cases come before the Board of such a nature that the 


Board might feel it necessary to determine the ultimate dispute in 
order to avoid an industrial dispute, possibly a work stoppage. We 
are satisfied that even though the agreement provided for voluntary 
arbitration of disputes, that under the section of the statutes above 
quoted (111.06(1), 


(f)), the Board has ample power to determine the 
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The cases dealing with refusal to arbitrate or refusal to accept 
an arbitration award are not dissimilar to those involving a breach 
of contract. Thus a failure to submit grievances to arbitration 
pursuant to a collective bargaining agreement is an unfair labor 
practice. Examples of specific questions include failure to arbi- 
trate a transfer,” a discharge,“ and the appropriate classifications 
of certain machines.“ A refusal to accept an arbitration award™ 
or to comply with its terms™ also constitutes an unfair labor prac- 
tice unless the award is being appealed to the courts.“ 


E. Status of the individual grievant under the Act 


The question of whether and under what circumstances an indi- 
vidual employe can bring an action for breach of a collective bar- 
gaining agreement is discussed under the general heading of em- 
ployer unfair labor practices merely for purposes of convenience. 
The individual employe may be complaining of either an employer 
or a union breach or he may be complaining of an alleged joint 
breach by union and employer. 

Were it not for the recent Harnischfeger Corp. case it would 
be clear that an individual employe™ or a union™ could not initi- 
ate an unfair labor practice alleging a breach of contract unless 
the available remedies under the contract had been exhausted. It 
would also be clear that an individual would be precluded from 
bringing any action whatsoever where the employer and union 
had in good faith decided that the claim of contract violation was 
without merit. The last point was posited in the Liberty Powder 





ultimate question, if it desires, to exercise that power. In such a case, if 
we believe that a decision on the ultimate facts would best effectuate 
the policies of the Act, we will not hesitate to take such a step.’ 

*%° Christy Corp., Dec. No. 3324 (1952); Aluminum Goods Mfg. Co., 
Dec. No. 2293 (1950); Jos. Schlitz Brewing Co., Dec. No. 2244 (1949); United 
Refrigerator Co., Dec. No. 2236 (1949); Wausau Motor Parts Co., Dec. 
1388 (1947). 

* Aluminum Goods Mfg. Co., Dec. No. 3923 (1955). 

*1 Fehr Concrete Products, Inc., Dec. No. 4091 (1955). 

™ Wisconsin Motor Cor ae Dec. No. 4117 (1955). 

8 Milwaukee Sentinel, c. No. 2486 (1950), aff'd Milw. Cty. Cir. Ct. 
(1580 Gibbs & Co., Dec. No. 633 (1944). 

Great Lakes Millwork Corp., Dec. No. 4019 (1955); See also: Kemp- 
smith Machine Co., Dec. No. 743 (1945). 

Le Roi Co., Dec. No. 1465 (1947). 

“6 Dec, No. 3899-B (1955). 

FR. Hurlbut Co., Inc., Dec. No. 4121 (1955); Blackhawk Mfg. Co., Dec. 
No. 3893 (1955). 

“8 LI.S. Motors Corp., Dec. No. 2067-A Bai soag The same rule would, 
of course, obtain in the case of an employer complaint 

™ Wisconsin Motors Corp., Dec. No. 3943 (1955). The Board in dis- 
missing the complaint of an employe stated: 














































162 WISCONSIN LAW REVIEW [Vol. 1957 


Defense case.” Subsequently, however, the Board purportedly 
overruled the Liberty Powder Defense case in the Harnischfeger 
Corp. decision.™ 

The confusion stems from the fact that only the Chairman of — 
the Board voted to overrule the Liberty Powder Defense case. One 
member wrote a concurring opinion but dissented from overruling 
the prior decision. The third member of the Board dissented from 
both the result and the opinion. Because the Harnischfeger Corp. 
case allowed an individual grievant to ignore the procedures in 
the contract for the settlement of disputes, and because only one 
member of the Board favored overruling the Liberty Powder De- 
fense case, the status of the individual grievant is somewhat clouded. 
The problem is further complicated by the most recent decision 
in this area in which the Board dismissed the complaint of an 
individual employe because he had not exhausted his remedies 


under the contract.” 


IV 
CONCLUSION 


This is the last of three articles dealing with the Employment 
Peace Act. An attempt has been made to summarize the significant 
Board and court decisions; however the very important and practi- 
cal question of the extent of the Board’s jurisdiction has been 
considered beyond the scope of this study. Thus, it must be kept 


“That the grievance of the complainant . . . was resolved by the 
[company] and the [union] in accordance with the terms of the col- 
lective bargaining agreement existing between the [company] and 
the union] providing for the settlement of grievances; that such settle- 
ment of the dispute constitutes a full and final settlement of the con- 


troversy. 
See also: Liberty Powder Defense, Dec. No. 3895 (1955) where the 
Board stated: 
[T]his Board has made it a condition precedent to the commencement 
of an unfair labor practice proceeding for breach of contract that the 
complainant must first exhaust his remedies under the contract before 
this Board would assume jurisdiction. . . . It is our conclusion that the 
complainant's grievance was settled by the procedure established by 
the parties and that, therefore, consistent with our policy of encouraging 
t of grievances by the means provided in the collective 
aining ogreement we have declined to assume jurisdiction.” 
™ Dec. No. 38 1955). The Liberty Powder Defense case was decided 
rior to the Harnisc Corp. case; the Wisconsin Motors Corp. case 
‘ollowed it. Thus it would appear that the Harnischfeger decision has been 
overruled in fact though not by name. 
™ Dec. No. 3899-B (1955). 
™ F. Hurlbut Co., Inc., Dec. No. 4121 (1955). The Hurlbut and Wiscon- 
sin Motors decisions rather clearly indicate that an employe must exhaust his 
centract remedies before bringing an unfair labor practice action and further 
indicate that no action will be entertained where the employer and union have 
in good faith agreed that the grievance is without merit. 
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in mind that the cases summarized in these articles may have no 
applicability to the employment relations of an employer engaged 
in an industry affecting interstate commerce. 

Hucu G. HaFER 


















































Note 


JURISDICTION OVER CRIMES—CONSTITUTIONAL LIMI- 
TATIONS ON STATES’ POWER TO PUNISH FOR ACTS 
COMMITTED OUTSIDE ITS TERRITORIAL LIMITS. Since 
it is clear, in other areas at least, that a state violates the due 
process requirements of the fourteenth amendment when it applies 
its law to a state of facts over which it has no legislative jurisdic- 
tion,’ to what extent consistent with due process may a state declare 
criminal under its law conduct occurring outside its boundaries?’ 
The Supreme Court of the United States has never been called 
upon to answer this question directly, and the constitutional issue 
has only infrequently been discussed in state courts. In view, how- 
ever, of the increasingly mobile nature of our society and the 
growing spread of states’ interests beyond the confines of their 
geographical boundaries, it is not unlikely that penal statutes 
directed at conduct outside the state will multiply,’ and the issue 
may soon be presented to the High Court. 

In the cases resolving state jurisdictional questions, the funda- 
mental power of a state to impose criminal liability is rarely dis- 
cussed. Often courts struggle only to ascertain whether a great 
enough part of the conduct constituting a crime occurred within 
the state to warrant conviction for the whole offense;‘ or to find 
something upon which to base constructive presence within the 
state.’ Often it will be flatly stated that the state does not have the 





* Home Insurance Co. v. Dick, 281 U.S. 397 (1930). 

* The possible effect of Art. 3, § 2, cl. 3 of the United States Constitution 
providing: “The trial of all crimes . . . shall be held in the state where the 
said crimes shall have been committed . . . .” is not considered. Even if article 
three does apply to state courts, as it may at least in spirit, it is clear that 
“where the said crimes shall have been committed’’ does not mean the state 
where the accused happened to be at the time. United States v. Valle, 16 F.R.D. 
519 (S.D.N.Y. 1955). 

* Virginia and Texas have enabling venue statutes which look toward 
provisions of this type. Va. Cope § 19-194 (1950); Tex. Cope Crim. Proc. art. 
186 (1954). The Virginia statute provides: 

“Prosecutions for offenses committed wholly or in part without and made 
punishable within this State may be in any county .. . in which the 
offender is found. . 

See also N.Y. Penat Law § 1933 (1944); Nev. Comp. Laws § 9951 (5) 
(er Wasu. Rev. Cope § 9.01.050(5) (1951); Hawan Rev. Laws § 10605 


(1945 

People v. Werblow, 241 N.Y. 55, 148 N.E. 786 (1925); People 
v. Botkin, 1% Cal. 231, 64 Pac. 286 (1901); People v. Buffum, 40 Cal.2d 709, 
256 P.2d 317 (1953). These cases were decided under statutes which authorized 
jurisdiction over offenses committed “in part’ within the state. N.Y. PENAL Law 
; 1930(1) (1944); Cart. Penat Cope § 27 (1949). 
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power without any discussion.’ Sometimes jurisdiction is denied 
on the basis of a rule of construction which presumes that a penal 
statute has no extraterritorial operation unless a contrary intent 
clearly appears.’ Whatever the reasons given, however, it is clear 
that the common law territorial commission theory of criminal 
jurisdiction (requiring that the criminal act must take place 
within the geographical boundaries of the punishing sovereign) 
has given way to what is now known as the territorial security prin- 
ciple (which proceeds on the theory that a state may punish for 
an act which threatens its security regardless of the locus of the 
act). As the Michigan court has said: 


But though crimes in general thus become injurious to the 
sovereignty only when committed within its territories, there 
are exceptional cases standing upon peculiar grounds .. . .° 


The old rule requiring every offense tried in the common 
law courts to be inquired of in the county where it occurred, 
originated in the peculiar constitution of the early juries. They 
were not selected merely to hear evidence and pass upon it. 
They were witnesses, as well as triers, and were supposed to 
act on knowledge derived in their own vicinage .... The 
rule survived its reason, and has been maintained since for 
convenience rather than necessity, and may, therefore, be modi- 
fied upon proper occasion.” 


It would still seem unfair and unreasonable in the ordinary 
cases to cause a person to stand trial in a place far removed from 
sources of evidence which might tend to vindicate him. Also with 
our system of federated states one can easily envision cases in which 
the policies of the several sovereignties involved may be divergent. 
The state within whose boundaries the conduct occurred may not 





* See, e.g., Simpson v. State, 92 Ga. 41, 17 S.E. 984 (1893); Turquette v. 
State, 174 Ark. 875, 298 S.W. 15 (1927). 

* See, e.g., People v. Merrill, 2 Parker Cr.Rep. 590 (N.Y. 1855); In re Fenn, 
28 N.J.Super. 614, 101 A.2d 370 (Cty. Ct. 1953); State v. Stow, 83 N.J.L. 14, 
84 Atl. 1063 (1912); Beattie v. State, 73 Ark. 428, 84 S.W. 477 (1904). 

* See, e.g., People v. Hess, 286 App. Div. 617, 146 N.Y.S.2d 210 (3rd Dep't 
1955); State v. Wood, 99 Vt. 490, 134 Atl. 697 (1926). The same rule of 
construction applies with regard to federal venue, United States v. Johnson, 
323 ULS. 273 (1944). 

* See Berge, Criminal Jurisdiction and the Territorial Principle, 30 Micu. 
L. Rev. 238 f 1931); Levitt, Jurisdiction over Crimes, 16 J. Crim. L. & Crim. 
316 (1925); Jurisdiction with Respect to Crime, 29 Am. J. INT’: L. 480 (Supp. 
1935); Stumberg, Jurisdiction and Venue in Criminal Cases, 1 TEx. Cope 
Crim. Proc. xiii (1954); Note, 26 Corum. L. Rev. 70 (1926). For territorial 
ag ag = of the newly enacted Wisconsin Criminal Code see Note, 1956 

1s. L. Rev. 496. 

* People v. Tyler, 7 Mich. *161, *221 (1859). 

” Tyler v. Peope, 8 Mich. *320, *339 (1860). 
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see fit to punish (or may even expressly approve) the same act 
which the complaining state makes criminal.” We observe, how- 
ever, that on a “proper occasion” the inconvenience of the forum 
to the defendant and the apparent invasion of a sister state’s sov- 
ereignty will be disregarded. The possible limitations on what 
that “proper occasion” might be is the point of inquiry of this Note. 

Often conduct within the state is made criminal on the basis of 
precedent or subsequent conduct without the state. It has been 
thought that there is no limitation upon a legislature’s power to 
decide for itself what kind of conduct within the state should be 
criminal even if it entails looking into the past history or future 
of the actor.” The Maine court, for example, upheld a conviction 
for embezzlement of a person who as bailee had legally taken an- 
other’s goods from Maine for delivery outside the state, but who 
before delivery, and while out of the state, had converted the 
same to his own use.” The court said: 


The offence of embezzlement and all other offences are punish- 
able only in the State, within whose — they have 
been committed. But the legislature of a State may make an 
act done within its jurisdiction an offence by reason of other 
acts subsequently done without its jurisdiction. And it may 
be just legislation, and necessary for the protection of the 
rights of its own citizens to do so. It may declare, if a person 
within the State shall receive property to be carried for hire, 
and delivered to a person out of the State, and shall fraudu- 
lently convert the same to his own use, either within or with- 
out the State, that he shall be considered to have received it 
with a felonious intent, and that he shall be deemed to be 
guilty of larceny.” 


It is here suggested, however, that such legislation is just because 





" This problem was highlighted in Nielsen v. Oregon, 212 U.S. 315 (1909). 
The States of Oregon and Washington exercise concurrent jurisdiction over 
offenses committed on the Columbia River. An Oregon statute made the use 
of certain fishing nets illegal. A Washington statute authorized the use of such 
nets subject to license and regulation. The accused, a resident of Washington 
and acting under licegse from the State of Washington, was apprehended by 
Oregon authorities while he was fishing with such nets on the Washington 
side of the river. A conviction in Oregon under the Oregon statute was reversed. 

% See dissent in State v. Cutshall, 110 N.C. 538, 553, 15 S.E. 261, 265 
(1892). In People v. Werblow, 241 N.Y. 55, 61, 148 N.E. 786, 789 (1925), 
Justice Cardozo said: 

“We do not mean that this construction of the statute [that conduct 
within the state must amount to an ere is the ence of 
some inherent limitation upon the power of Le ture. We assume 
that the Legislature may fix the beginning of crime at a point 

* State v. Haskell, 33 Me. 127 (1851). 

“Id. at 130. See also People v. Lassman, 252 App. Div. 742, 299 N.Y. 
Supp. 395 (ist Dep't 1937). 
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it is necessary for the protection of the state’s citizens, and not be- 
cause it is based on some token conduct within the state. Indeed 
after looking behind the token conduct within the state, and exam- 
ining directly into the state’s interest in the matter, constitutional 
objections may be discovered. This was done by the Nerth Carolina 
court in the case of State v. Cutshall* wherein a statute which 
purported to make a felony of entering the state following a big- 
amous marriage elsewhere was struck down as unconstitutional. 
The court said: 


As a citizen of another state, he has the privilege of demand- 
ing a trial in a particular locality, and by a jury of the vicinage; 
and it would deprive him of that right guaranteed by the 
federal constitution, to arrest him while temporarily in this 
state, and, under the pretence of punishing him for the felony 
of coming into the state after a bigamous marriage, try him 
remote from the locality where the marriage was celebrated 
and his witnesses reside for an offence involving only the 
question whether the second marriage was in fact bigamous.” 


The attempt to evade the organic law by making the coming 
into this state . . . a crime is too palpable .. . .” 


The court went on to predict that a statute authorizing prosecu- 
tion based on a continuation of bigamous cohabitation within the 
state would be constitutional. This prophecy later proved correct,” 
and such statutes are common today.” Analyzed on the basis of the 
state’s interest in the conduct it could be said that as against the 
inconvenience of trying a person for a bigamous marriage con- 
tracted outside the state, and the interference with a relationship 
created by another sovereign, the mere presence of such a person 
within the state is not sufficiently inimical to the state’s interests 
to justify the state in punishing the person. When such person 
cohabits” within the state, though, the state’s interest in maintain- 
ing the stability of family relationships in the state would warrant 
prosecution.” Interest as the real basis for jurisdiction was prob- 
ably recognized by the Virginia court when it upheld a conviction 





%110 N.C. 538, 15 S.E. 261 (1892). 

* Id. at 550, 15 S.E. at 264. 

Id. at 548, 15 S.E. at 264. 

* State v. Stuart, 194 Mo. 345, 92 S.W. 878 (1906). 

* See, e.g.. Wis. Stat. § 944.05(1)(c) (1955). 

*In the sense of living together as man and wife, rather than an isolated 
act of intercourse. 

* With particular. regard to marriage, the Full Faith and Credit Clause 
may force a state to recognize as a defense a judicial decree of another state 
affecting the po ta mg Williams v. North Carolina, 317 U.S. 287 (1942). 
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under another type of statute under which jurisdiction was based 
on token conduct within the state.” Here the statute made crim- 
inal the forwarding of money to be bet on a horse race outside 
the state. The court said, “The root of the evil is here, and here- 
its baneful influence and example are felt.”” 

Since the real basis for jurisdiction evidently is the state’s interest 
in the prohibited conduct, and a statute apparently may not, in 
certain circumstances, rely upon token conduct within the state 
for its validity, it should not be surprising to find statutes sustained 
which make no bones about their extraterritorial operation. In 
the case of Hanks v. State“ prosecution was had under a Texas 


statute which provides: 


Persons out of the State may commit and be liable to indict- 
ment and conviction for committing any offenses enumerated 
in this chapter [forging instruments affecting title to Texas 
lands], which do not in their commission necessarily require a 

rsonal presence in this State—the object of this chapter 

ing to reach and punish all offending against its provisions, 
whether within or without the State.* 


The defendant, in Louisiana, had forged a transfer of a certificate 
to Texas land. All the elements of the alleged crime had taken 
place in Louisiana. The defendant was not a citizen or resident 
of Texas. In upholding the constitutionality of the statute, the 
court said: 


We see no valid reason why the Legislature of the State of 
Texas could not assert, as it has done [in the above provision], 
her jurisdiction over wrongs and crimes with regard to the 
land titles of the State, no matter whether the perpetrator of 
the crime was at the time of its consummation within or with- 
out the State of Texas. . . . It may in fact be no crime against 
the State in which it is perpetrated; and if it is, under such 
circumstances as we are now considering, that other State 
would have no interest in punishing it, and would rarely, if 
ever, do so. When this forgery was committed in Louisiana, 
eo instanti a crime was committed against, and injury done to, 
the State of Texas, because it affected title to lands within her 
sovereignty.” 


* Lacey v. Palmer, 93 Va. 159, 24 S.E. 930 (1896). 

* Id. at 173, 24 S.E. at 934. 

* 13 Tex.App. 289 (1882). 

* Tex. Penat Cope art. 1009 (1948). The case was decided under article 
= of an early edition of the Code, but the present article 1009 is substantially 
the same. 

* 13 Tex.App. at 308. But cf. State v. Knight, 1 Taylor (N.C.) 44 (1799) 
where a prisoner was discharged from a prosecution under a statute which 
provided that “wicked and ill-disposed persons resident in the neighboring 
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It would seem that this reasoning would apply even more force- 
fully in the case of State ex rel. Chandler v. Main,” in which a 
statute providing that soldiers out of the state could vote by ab- 
sentee ballot contained penal sanctions for illegal voting. In hold- 
ing the statute constitutional the court quoted People v. Tyler® to 
the following effect: 

But the general principle that the laws of a country cannot 
render an act criminal when committed beyond its limits, is 
subject to some qualifications or exceptions. Thus, every sov- 
ereignty has the right, subject to certain restrictions, to protect 
itself from, and to punish as crimes, certain acts which are 
peculiarly injurious to its rights or interests, or those of its 
citizens, wherever committed. . . .* 


Since it is doubtful that illegally voting on a Wisconsin absentee 
ballot would be criminal in other states, or at any rate of great 
interest to other states, depriving Wisconsin of the right to punish 
for the act would leave the state faced with an uncontrollable 
threat to the honesty of its polls.” 

In Skiriotes v. Florida” a statute provided penalties for the use 
of certain diving equipment in the taking of sponges in the Gulf 
of Mexico. The accused, a Florida citizen, defended on the grounds 
that the conduct complained of took place several leagues off shore, 
beyond the traditional three mile limit of state jurisdiction. The 
case thus arose as a dispute as to the extent of Florida’s territorial 
waters. The Court, however, side-stepped the boundary dispute, 
and said: 


Even if it were assumed that the locus of the offense was out- 
side the territorial waters of Florida, it would not follow that 
the State could not prohibit its own citizens from the use of 
the described divers’ equipment at that place.” 





states” could be convicted in North Carolina for counterfeiting, outside the 
state, North Carolina bills of credit. Though the court described the statute 
as ‘doubtful legislation’’ the prosecution was defeated not because of a lack 
of power, but one of fear that there was nothing to prevent convictions in two 
states for the same offense. Today this problem does not exist since substantial- 
ly all states provide a statute that a former conviction or acquittal in another 
jurisdiction based on the same conduct is a bar to prosecution. See, e.g., WIs. 
TToq9) 939.71 (1955); N.Y. Penar Law § 33 (1944); Car. Penat Cone § 659 
( ‘ 

716 Wis. *398 (1863). This case arose in an unusual fashion. A candidate 
challenged absentee ballots on the ground that the statute was unconstitutional, 
providing as it did for criminal liability for illegal voting outside the territoral 
limits of the state. 

*7 Mich. *160, *221 (1859). 

* 16 Wis. *398, *420 (1863). 

* See Wis. ag A 11.54, 11.67 (1955). 

* 313 ULS. 69 (1941). 

* Id. at 76. 
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It is also clear that Florida has an interest in the proper main- 
tenance of the sponge fishery. . . .” 


The Court made it clear that its decision ran only to acts of a 
state’s own citizen committed upon the high seas, thus leaving open 
the direct question here raised. It is interesting to note, however, 
that the problem was analyzed on the basis of the state’s interest 
in controlling the prohibited conduct. 

A common statutory provision is for the punishment for acts of 
treason against the state committed outside the state." There are 
no cases testing provisions of this sort,” but because of the unusual- 
ly great interest a state has in such acts, there can be little doubt 
that these statutes would be sustained. In a dictum the Wisconsin 
court said in the Chandler case: “The absolute necessity of this 
power, with respect at least to the crime of treason, seems clear.’”™ 

In other areas, however, the question of when will a state’s in- 
terest in an act outside the state be sufficient to justify its imposi- 
tion of criminal liability therefor does not admit of a simple an- 
swer. Each case will have to be considered on its own peculiar set 
of facts. Geography and local affairs make the interests of the 
several states different. Thus it is doubtful whether Wisconsin 
could constitutionally make criminal the use of diving equipment 
in the taking of sponges in the Gulf of Mexico, although we have 
seen that it is permissible for Florida to do so. Justice Cardozo 
tells us: 


There was no thought to bring within our jurisdiction every 
criminal act committed in another State which in its conse- 
quences might affect the pocket of some one residing within 
our borders.” 


* Id. at 75. 

™* Ariz. Cope Ann. § 44-1118 (1939); Cat. Penar. Cope § 788 (1949); 
Ga. Cove Ann. § 26-803 NB pcdF Itt. Rev. Srat., c. 38, § 556 (1955); Monr. 
Rev. Cope Ann. bs, (1947); N. J. Stat. Ann. § 2:184-4 (1953); N.Y. 
Penar Law § 2390(3) (1944); Pa. Strat. Ann. tit. 18, § 4201 (1945); Uran 
Cope Ann. § 77-8-5 (1953). also Tex. Cope Crim. Proc. art. 201 (1954) 


‘Offenses committed out of the State by a commissioner of deeds, or 
other officer acting under the authority of this State, may be prosecuted 
in any county of this State.” 
Whether this article means offenses committed in violation of their duties as 
officers, or offenses in general is open to speculation. 


*It has been held that Congress may eee punishment for acts of 
y a citizen 





treason against the United States committed . United States 
(i947) , 72 F. Supp. 230 (D.Mass. 1947), noted in 31 Mara. L. Rev. 249 
* State ex rel. 16 Wis. *398, *421 (1863). 


Chandler v. Main, 
* People v. Werblow, 241 N.Y. 55, 68, 148 N.E. 786, (1925). 
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Any further attempt to define the “proper occasion” upon which 
a state may exercise jurisdiction will have to be limited to collating 
the authorities which for various reasons, real and fictional, have 
sustained or denied extraterritorial applicability. Following are 
a few examples in addition to the case cited above.” 


We find that a state’s criminal law may be applied to: 

1. An attempt outside the state to commit a crime within.” 

2. A conspiracy outside the state to commit a crime within, pro- 
vided any one of the conspirators commits an overt act within 
the state in pursuance of the conspiracy.” 

3. The payment outside the state of bribe money to a witness in 
a court action within the state.“ 

4. A subornation outside the state of perjury within.” 

5. A contempt of court consisting in an assault upon a judge 
who is in another state during a recess.“ 

But a state may not apply its criminal law to: 

1. The sale as a slave outside the state of a resident of the state 
who was kidnap from within the state.“ 

2. The operation of an adoption agency in another state, which 
outside the state, places a child with persons who reside with- 
in the state.* 

3. An attempt outside the state to solicit a person outside the 
state to vote illegally within the state.“ 





* These lists are not intended to be exhaustive. There are many other 
examples of criminal law being applied to conduct which is in varying degrees 
outside the state. See references cited note 8 supra. See also Annot. 42 A.L.R. 
272 (1926). An effort has been made to include cases which bring in issue 
conduct which is substantially wholly outside the state, and not conduct which 
is a continuation of an act commenced or consummated within the state, nor 
conduct without the state which immediately and directly causes an injurious 
result within the state. An example of the latter type would be where a person 
standing outside the state fires a gun killing a person within the state. The 
state’s interest in controlling such an invasion of its ~~ clear. 

a) le pints) v. State, 92 ba. 41, 17 S.E. 984 (1893). See Wis. Star. § 939.03 

c i 

“ Noyes v. State, 41 N.J.L. 418 (1879); People v. Ware, 67 Cal.App. 81, 
226 Pac. (1924); State v. Hick, 233 N.C. 511, 64 S.E.2d. 871 (1951). See 
Wis. Stat. § 939.03(1)(b) (1955) and Tex. Penat Cone art. 1629 (1953) 
which do not — y require the overt act in the state. Note, 1956 Wis. L. 
Rev. 496, 501-502. Under the interest analysis here suggested, the overt act 
within the state could be rationalized as serving only to demonstrate the realty 
of the threat to the state’s security. Since conspiracy does not normally involve 
as immediate a threat as, for example, an attempt, the sufficiency of the state's 
interest is guaranteed by the requirement of the overt act within the state. Note 
that the accused himself need never be within the state. 

“ State v. Jones, 39 N.M. 395, 48 P.2d 403 (1935). 

“Commonwealth v. Smith, 11 Mass. (11 Allen) 243 (1865). 

“ Turquette v. State, 174 Ark. 875, 298 S.W. 15 (1927), noted in 76 Pa. 
L. Rev. 984 _— 

“People v. Merrill, 2 Parker Cr. Rep. 590 (N.Y. 1855). The court re- 
int the argument that a state could protect its citizens while they were out 
of state. 

“In re Fenn, 28 N.J. Super. 614, 101 A.2d 370 (Cty. Ct. 1953). 
“ State v. Stow, 83 NJ.L. 14, 84 Atl. 1063 (1912). 
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4. The conduct of a boxing match in another state.“ 

5. The obtaining of money by false pretences, outside the state, 
from a foreign branch of a trust company having its home 
office within the state. 

). A swindle in connection with a contract made without the 
state to buy land within the state, where the parties to the 
contract are out-of-state residents.” 

. The sale, outside the state, without the permission of the 
mortgagee, of a truck mortgaged within the state.” 


CONCLUSION 

It would be difficult to predict with any assurance which way 
the Supreme Court would go in any given case testing the power 
of a state to exercise jurisdiction over an offense committed outside 
its boundaries. In any event, however, it is here suggested that 
the Court will discuss the problem frankly, as they did in the 
Skirtotes case" and as they have done in analogous areas;” discard 
the morass of legal fictions which now pervade the whole area of 
criminal jurisdiction; and analyze the problem by balancing the 
interest the state has in controlling the proscribed conduct on the 
one hand, and the inconvenience of subjecting the accused to trial 
in the state, and the extent of possible invasions upon the sov- 


ereignty of sister states on the other.” 
Tosias C. TOLZMANN 





“ Zwirn v. Galento, 288 N.Y. 428, 43 N.E.2d 474 (1942). 
* People v. Werblow, 241 N.Y. 55, 148 N.E. 786 (1925). 
” State v. King, 211 S.C. 1, 43 S.E.2d 596 (1947). 

* Cheshier v. State, 296 P.2d 190 (Okla.Crim. 1956). 


See note 31 supra. 

The “fair play and substantial justice’ test of a state's power to exercise 
jurisdiction over the person of an out-of-state defendant in a civil suit based on 
a local cause of action. See International Shoe Co. v. Washington, 326 ULS. 
310 (1945); Foster, Personal Jurisdiction Based on Local Causes of Action, 
1956 Wis. L. Rev. 522. 

See also Alaska Packers Ass'n v. Industrial Accident Commission of California, 
294 U.S. 543 (1935) wherein a California award of compulsory workmen's 
compensation on the basis of an injury which took place in Alaska was held 
consistent with due process. The workman was hired in California to work in 
Alaska during the salmon season, and had to return to California for his pay. 
Impressed that he might become a public charge in California if denied a 
remedy there, the Court said: 

“In the special circumstances disclosed, the state had as great an in- 

terest in affording adequate protection to this class of its population as 

to employees injured within the state.”294 U.S. at 532. 

® See dissent in Williams v. North Carolina, 317 U.S. 287, 308 (1942): 

“When a conflict arises between the divergent policies of two states in 

this area of legitimate governmental concern, as here, this court should 

give appropriate consideration to the interests of each state.” 

















